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INTRODUCTION AND 
SUMMARY OF FINDINGS 



The outlook for the tcdoral budget over the remainder of this decade 
became a major is.uc of public policy in 1«72. Considerable pubhcity 
surrounded two studies published that year, both of which concluded 
that the federal budfiet could not be balanced at full employment, at 
least through l^^Tp, without sub^itantial program cuts or tax mcreases. 
The Congress and the President fought the "battle of the budget m 
the fall and winter of l«72-73. The President asked Congress to pass 
a $250 billion ceiling on fiscal year 1073 outlays and to let him 
determine where the needed cuts (then estimated to be around 57 bil- 
lion) should be made. When Congress refused, the President pro- 
ceeded to impound funds to keep 1«73 outlays to the $250 billion 
level. The administration's budget for fiscal 1074 proposes to hold 
outlays close to full employment revenues by program terminations 
and savings of about Si 2 billion, and projects another balance m the 
fiscal 1«'75 full .^mployment budget if the proposed savings are 

realized. , . • l 

The details of the fiscal 1074 budget and some of the issues it 
raises are dealt with in another AEI monograph.' This volume 
focuses on the lonn-term outlook for the federal budget in terms of 
the overall balance between outlays and receipts and, perhaps nnore 
important, the possible program options. that might be considered m 

.Ch.ulesl. B.huU,e ci .1, f^Htm SaU^miPuZiiie^r^^^ (Wash- 
ineton D, C- The Brookings Institution. 1«7:), and David I. Ott ct al, N,.tm,. 
SUCo.cn, ,uui the FcM Pu.i,c, (U-a^hington, D, C: American Entc.rrise 
Institute, The latter is the first study to be rrcixiccd by the Atl Long 

K.inRe Budget rnMcifion (I.KBP) I'roiect. 

u Murray L vVe.dcnbaum, I'hilir Marcus, and Dan Larkins, Mafr?,m< Need, 
a,ui Relu,c,r: K.-fonr, of ihc yaieuit BuHsct (Washington, D. C: American 
Enterprise Institute, 1T3). 
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policy pbnning over the long term. Cluptcr 2 provides overview 
ot the budget outlook for the lut h.ilf of the lorOs. Attention is 
Hivrn not onlv to the likely outcome in terms of the full emplovment 
budRet bnlan.e. but .ilso to jn.iKsis of sshM the full emplovment 
balance n the federal budget ^houU if federal budget policy \vere 
to concern itself, as it slunild, with balancing the demand for and 
supply ot total national output. Chapters J through 10 discuss 
possible program options within budget categories, from national 
dvtense through income security, Highlights of the findings of the 
study are discussed in the following sections. 

It should be noted thjt all estimates discussed in this volume nc"" 
Kised on the tiscal 1«74 budget, and thu> do not account for ever, 
that hase occurred sin.e, vuih as passa«r of the Agricultural Ac; 
iourt dcviMons on impoundment. . nd so forth. 

The Budget Outlook 

The salient fv.iture. of the outlook for the federal budget arc sum- 
nuin/ed in T.,ble I-l. The ndministration has clearlv succeeded, 
assuming its proposals are adopted, in achieving near-term (107S) 
bjlance betsveen full employment receipts and expenditures. Indeed 
>^ present administration programs are projected for\vard, and no 
additional new programs are launched, there i;, a growing full employ- 
ment surplu. in the federal .ector (national in.ome accounts basis) 
beyond 1^75. The margin of receipts o\er expenditures is not large 
in l^ro (about S« billion), but it becomes verv huge bv IPSO (about 
S---/ billion). Naturally, any new programs or improved benefit 

Table M 

OUTLOOK FOR THE FEDERAL FULL EMPLOYMENT 
BUDGET. FISCAL YEARS 1975-80 

<NIA bas/s. billions of current dollars) 

Ytar 

. _ J 975 1976 1977 1978 l"D79~~i'9S0 

^^^^'P^S 299.7 323.7 349.1 379.8 409.0 440.6 

txperiJitures 300,3 315J . 331.7 348 1 364.5 383.3 

Surplus ( + ) or deficit (-) -0.7 +8,7 +17.4 +31.7 +44^6 +57.3 

Sourct: Table Chapter 2. this v olume. 
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schedule, tor existing programs must be assumed to occur by those 
vcars ind thev would reduce this projected surpUis correspondmgly. 

On the other h.ind. the m^n-^vrMc full employment balatjce m 
the federal budget is very difficult to pinpoint. First of all, the 
appropriate fisc.il posture depends on whether fiscal policy viewed 
jl^ the basic tool to be used to keep aggregate demand and supply m 
balance, or whether this function is seen as a more appropriate one 
for monetarv policv. Using first the assumption that the budget is to 
be used as a stabili/.ng device, Chapter 2 looks at ses-era possibilities, 
u^ng the AF.1 budget and resource ^location model. The appro- 
priate budget posture turns out to be very sensitive to the assumptions 
made about the personal saving rate, the unemployment rate, and tht 
si/e of the surplus run by the state and local sector. 

Thi^ last variable is particularly important. As m the 
Long Range iiudget Projection (LRBP) study, the AEl '^^^f/ //f '^/^'^ 
laree potential surpluses, on a national income accounts (NIA) Pasis, 
for the state and Kual sector for 1075-SO-surpluses ranging trom 
S^O to $20 billion. However, thr-se projections assume that past 
trends in this sector continue-^specifically, trends in the growth of 
per pupil cvpenditures on education and per person outlays for other 
purposes. The projections also assume that state and bcal taxes are 
rai^rd in the future as they have been historically. However, it is 
possible that the state and local sector may come in with considerably 
smaller ,icUtnl surpluses by not raising taxes as in past years or Py 
"spending awav" the surplus, or both. . , i 

In 1^75, the problem is particularly acute. If the state and local 
sector runs a balanced budget, then in order to equate aggregate 
demand with aggregate ovtput (assuming a 7 percent -^^J2'^l 
the federal government should seek a balanced full employment 
budget. On the other hand, if the state-local sector runs ^"JPl"^^^' 
If the saving rate is higher, then a deficit in the federal full employ- 
ment budget would be required to balance demand for and supply of 
the nation's output, After 1075, there is an increasing margin for 
federal tax cuts or expenditure initiatives, whatever happens to the 
state and local surplus or to the saving rate. 

Even if the state and local sector runs an ^mr^gntc su^, lus, 
individual units in the sector may still face a fiscal sque«.. For 
federal policy, the problem is not only to get a better Hx on the 
likelv si/e of the surpluses-because of the implications of surh 
surpluses for the appropriate budget posture of the U'licV govern- 

SUnU'l (W'ji.hmum. D. C.-. American Enterprise Inf-titutc, 1973). 



inJ vh V ' 'V'";^ '''' ""'^'^ ^^^l'^»«^'^'lv ..fluent 

the other hind. ,f nionot.rv policy Ik „K,d to Kil.n.c .i««re«„r 
J^'m.ind and supplv. th.n «ho ro!o o, In.d.ot poli.v i. to pr^v d'ln 
up .nn.n, use ot re.ouu.. t.^in^ into .u -oum the c.tolt'o \cd. .1 

.iWo tul! Clip ovnu'nt surplu. i. probably appropriate for fiscal 
and aher, though conndcrablc conjecture is inyolyed. 

Policy Options 

rrolr*:^, '''IT^ ^'"'^ ^'r' '^^^''^V '^'^"^ ^^at new spending 

■ lonf; , 'T ^™ '"'^'-^^'-'^ ^^''^'^^'"^ considering the 

«-r n„p.ut on the federal budget. Chapter 2 proyide. a ramc- 

:id;t;;He ""'"^^'^'^ or ta^ 

At tlH. same time the ' elbmv room " abcne present commitments 
umo-.s ,n the fe.^eral budget after 1^^75 or perhaps 1976 
a.ibh.. z-Z and -5) .h.uid not diyert .Mtention from the iced for 

e- re . n ' . , ' '"*^^^'" ^^'^^ '^''^'^^^ commitments, 

sin il t TV ^r'"^'^'^^' '^'^^^ 'he L 

^^t.^tist^x-^^ 

p];r;iu^'^s;; -j^^- -^-^ pa^t;;- 

Defense. The di^.ussion of defense budget alternatiyes in Chapter 3 

inmg the nat,on s abil.ty to meet current strategic objectiyes It is 
. -gued that personnel costs could be cut slightlv. if "grade" creep" 
-ong the m.'itary and uyilian employees of the Departmen of 
Detc-nso y,.re reversed. Xtore substantial sayings could come from 
cduung support costs through closing ex.es. bases and lengthening 
he average tour of duty military personnel, Still more subs' n r^l 
".nmgs uu.Id be obtamed from cuts in procurement- specifically bv 

SAM r^lrnr'" ^''^^^ .vsl^m and the 

bAM-ri (.nti-a.rcra t m.ssile) programs, and by stretching out pro- 
curement ot the Trident submarine. 
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AcrkuUure. With airrcnt .cn.crn over increasins food pmes, the 
4nalv.is ot .t;ria.Ui.rc nnd n.r.il cWvclopment in Chapter 4 centers 
on the rri^^ .^nd income support pro>;r.ims. These proRrams are 
found to he ineHioent in .uhievins theii st.ited j;o..ls of raising the 
rate of return in farming and preveniinfi agricultural p.-vcrty. Fur- 
thcrnuire, thi-ir elimination svould reduce afiricullural rru.'s by ab. . 
W to IS percent. As an alternalive to the present programs, afjl- 
cultutal subsidies could he tied to the farmer, not the farm, and 
could he phased out over a five-year period. However, this m.fiht 
pose some problem of capital losses for farmers to the extent the 
subsidies are Lapitali/ed in land prices. 

Science, TechnoloB^s and Industry. While small cuts are outlined In 
.,1! program categories in the general area of commerce and trans- 
pouation. the largo .asing. are found in the area of sp.ue research 
.md technology, water resour.es, and pollution control. Thus Chap- 
,.r 5 examin.-. tho budgetary eHects of canceling the space shu tie, 
initiating ma,or u.tb.uks m the dam. flood control, and ur.gat.on 
programs of the Corps of tngineers and Bureau of Reclamation and 
eplaung the existing grant program for ^yater ^vaste treatment plants 
with a pollution certifuate program. Options considered m the com- 
merce and transportation area include the abolition of marmme 
subsidies and federal grants for mass transit, the payment of air 
transportation expenses UHally, and cutbacks in the highway program. 

Housing. The analysis in Chapter o suggests that past houslrjg 
policies require radical reform, Several possible new ^fO^J^^^ o 
he problem are explored, but none is costed out. because reform m 
this'rea is a verv long-term atiair and would have little or no impact 
on the budget dviring the last half of this decade. 

Education. Two program options in the education area are presented 
in Chapter 7: a "variable voucher" system for elementary and sec - 
"ndarv education and a "cost-sharing plan" for financing higher 
education. Under the variable voucher system, a family w>th schoc^U 
'go children would receive, for each child, V'-^^",r^Tnd tote 
for school tuition The value of the voucher would he tied to the 
n ome tax bracket of the recipient and, thus, would be yanablc. 
Under the cost-sharing plan, the cost of higher education would be 
shared anu^ng ihe federal government, the state goyernment, and 
the student. Thvse plans are designed to improye the distribution of 
the "educational subsidy" and achieve a greater degree of com- 
petition in thf education market. 
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Manpower. A m.„ot .voru.nt.Ui.., of tcdcnil manpou.r p,o«r.,ms ,s 

pro^Mms KM- tlu- nonJi..uK.int.,,.oJ p.i.ti.ul.nlv th. MDTA pro- 
Kr. m .uij tiv puWu .nipU>Nim-nt pro^un, (PI P, l,,s Iwn di.ii.utlv 

o,r ^j^. , ^1^^^^^ ^^^^^^ 

» r''"',;"""" ^"'■•">^^""« iiurtMsrs or .iHs in spending in tlu-.o 
;iu.,s. h„,nv jMOMr.ms ,o, the dis.uis .mt.^;..! (,!,. fob Corps th. 
V tUMial N out!, Corps, .nj Op.r.tion M.in.trcM.n; Imv. "lucs. 
rj(f^ liiat iiistiiv i'xp.inMon in tluM' .UiM^, 

Ivorlf. ^'''i '""^'^^^'^ '^''^ n^-'ior 

Mmmon.,1 .onMr.n.. on tl,. spr..u1 of priv.uo ..t.stropho insur- 

1. n to .pkuc. Ma u.„U tor th. poor .,nj to prov id. uncTa«. .iK,,nst 
'".'HM .Ilmss.s tor t!u' rcM ot th. poptiLition, In b,si. pl„losophv ,nd 
rrsom... tills pl.u, is simil.ir to the .uiministr.ifion's lorTpro- 
Pos.> , Houi.uM. it .uo.ds cfrt.iin incMuitios .onMincd in th.it pro- 
Pi>-.tl. In .iddition, it would 'v tin.MKcd within tho ft'dcr.il budfict 
ulU'rc.is p,rt ot tju^ .,dn„nistr.„u.n'. propos.il would hjvc for.cd 
pii^..to turns to buv vmvloyvc insuranu-, The .dministr.ilion'^ 
l'n."uin« devHC' would hold doun budget costs, but ^vould place the 
Ninu- InuAn on the p^i^.1tc- scMor .m . f.iv-lin.uued pl.tn of the same 



Income Securily. c h.ipter lO cA.imines possible di.in«es in the sod.il 
seu.nty system .,nd the welfare sy.teni. In the rush to expand 
bcnehts and MHer-i^e mjcy the sodal seu.rity svstc-ni. Congress ha^ 
overlooked »i.me serious inequities in its structure. The treatment of 
«^.irned coup es when both partners work, the ;;i«nifiiant d. > 
wumtiu- to delayed retirement, and the inequities resulting from 
interrelations k-tween the personal in.ome tax and social security 
"tnuture are a few of many areas requiring reform, Ho.vcyer it is 
enormously expensiN ,. to accomplish improsemcnS in equity 'if no 

Zlu ir '^V""'^ ^'"'f'''^' ""^'^ cieprivations vvould 

N olate he people s trust in the system, reform must proceed yery 
i^radually. Laher new entrants to the labor force must be put under 
a new system, in whiJi .ase complete reform would not be accom- 

lr,hMli'"l' inequities must be eliminaicd 

gradually by slowly improving, the benefits of those now treated 
harshly by the syst.m. In either case, it unlikely that any major 
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reforms can be accomplished in the decade of the 1970s and, there- 
fore, particular alternatives are not costed out in this study. 

The discussion of welfare reform notes that the admirtistration s 
proposals in this area have foundered because of inconsistencies be- 
tween, on the one hand, providing liberal payment levels and, on the 
other, keeping federal costs down, limiting eligibility to a small group, 
and avoiding work disincentives. It is argued that these mcon- 
sistencies could be prevented to some extent if benefits were allowed 
to varv with some index of the cost of living from state to state and 
region to region, thus making possible a lower "tax rate" on earned 
income of welfare recipients by cutting overall costs, and also avoiding 
benefits that representatives of the northern ind . trial states consider 
too low and those from southern states view as too high. An 
illustrative version of such a scheme is presented briefly and its costs 
arc estimated. 

An Overview of the Program Changes 

Table 1-2 shows the net budget cost (including some proposed 
revenue changes) of these policy alternatives. Taken together they 
would cost some S14.5 billion in calendar 1978, comfortably below 
the margin of S32 billion (Table 2-1) calculated for the full employ- 
ment surplus. If these programs were all adopted, there would be 
some margin for tax cuts or other outlay initiatives, or a combination 



Table 1-2 

NET BUDGET COST OF MAJOR PROGRAM CHANGES 
PROPOSED. CALENDAR YEAR 1978 

(billions of dollars) 



Category Net Bud get Cort 



Defense ^'^ 
Science, industry, and technology -8.9 
Agriculture 
Education 
Health 

Welfare reform 

Total net budget cost 14^ 



Sourc: Chapters 3 through 10, this volume. No signif.cant ^"^S^t J^^^^ 
Tesulf from proposals discussed for housing or social security The proposals 
discussed for manpower programs netted to zero withm that category. 
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of both. However, as notod above, these options were not developed 
as part of a "package" in.l the specific programs and cost estimates 
are less important than u\. issues raised in the individual chapters. 
Others with different value judgments would suggest different pro- 
gram changes. But whatever proposals for program changes, termina- 
tions, initiatives, or tax cuts are made, they should be priced out in 
terms o*^ a target path for the full employment surplus, preferably 
one which, allowing for the uncertainties involved, best budgets total 
output. 

Since the individual discussions in Chapters 3 through 10 were 
not coordinated, the separate authors did not attempt to discuss the 
relative merits of spending more (or less) on program areas other 
than those for which they were responsible. While a common phi- 
losophy of priorities in federal spending might have produced a more 
integrated whole a "counterhudget" of sorts— the results presented 
here are particularly interesting for the common threads that emerged 
without plan in the individual analyses. 

First, taken together, the discussions of issues in health, welfare, 
housing, and education the so-called social programs-— have a com- 
mon theme. In each of these areas. Congress has concluded that, 
without ther.e programs, lower income families would consume less 
than they should of specific goods that are socially important (hous- 
ing, health care, education, or food) or they will suffer from a general 
inability to consume "enough" goods and services (welfare). The 
basic assumption underlying these program areas is that the com- 
bined effect of the tax system and an economy based on ownership 
of private property and market transactions is to produce an un- 
acceptable distribution of income, and that this effect must be 
corrected by general and specific forms of support, which are income- 
conditioned. The result is a set of programs that produce the "implicit 
marginal tax rate dilemma." As a family's income rises, it not only 
pays more federal (and state-local) income and payroll taxes, but also 
loses housing benefits, food stamp subsidies, and educational support, 
and pays more for medical insurance. The poor thus end up facing 
theoretically confiscatory tax rates, which act to discourage work. 
Moreover, specific support for various "socially good" types of con- 
sumption distorts the consumption patterns of beneficiaries. 

Presumably, if the tax system and the marketplace produced 
the "right" distribution of income in the first place, none of these 
programs vould be needed. Thus the root of the problems running 
through these program areas may lie largely in the defects in the 
present federal income tax system. 
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A second feature iommun to ail the chapters is that the discus- 
sion*^ of program alternatives are largely free of considerations of 
"politiial fea^ibilitv," The federal government has pursued activities 
in which the costs greatly exceed the benet'its. Hut if a program's 
benefits are showered on a few recipients, it is in thr interest of those 
recipients to oppose vigorously the program's termination; and if the 
costs are spread over the whole population, no one loses enough to 
warrant the expense of the political action necessary to oppose the 
spei^ial interest groups. By drawing attention to these programs and 
discussing their possible elimination, this stvidv does not mean to 
imply that it will be easy to overcome the tendencies outlined above. 
In fact, it will be enormously difficult. However, there will be no 
hope at all of greater efficiency in government if studies such as this 
ignore wastetul programs solely because they are so firmly entrenched 
politically. 
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THE BUDGET OUTLOOK: 

AN OVERVIEW 

David /. Off 



The jdmini'^tration's I'-*>74 budget has brought into sh.irp focus some 
key issues of federal budget policy in general, as well as a host of 
issues involving specific federal programs. This chapter discusses the 
long-run outlook under the administration's budget and some of the 
general issues that the budget raises about future directions in federal 
budget polity. Specific program issues are dealt with in succeeding 
chapters. 

The Budget Outlook 

Trojections of fiscal vcar 1073-Sl budget outlays under the programs 
and initiatives proposed in the fiscal lo74 budget are shown, by major 
function, in Table 2-1. These estimates were built up from separate 
projections of individual programs, using consistent assumptions about ■ 
future rates of inflation and compensation per worker.' The n'nl rate 
of growth of individual programs was based on projected program 
caseloads and plans and policies enunciated in the budget document 
itself.- The projections also assume that the proposed savings outlined 

I Thf nt.< ot inlLitiim K .■.-mimrd to f.ill from its c.ilond.ir 1'572 nitc of 2,t> pcra-nt 
(privat.- C\V JflLUor) to 2.5 pt-acnt in calcnd.ir ye.ir l'?74 .ind 1975-80. Output 
Pt-r man-h<nir .n the privjtt- rtonomy is .is-umcti to fall trom its ^J>71 gain ot 
4 pi-fu-nt to .in .inniMl tMv of iniriMsc of .VO percent in calendar 1075-80. 
Compensation per man-hour is assumed to srow at 5.5 percent after 1074, 

More detail about thi"^e assumptions i^ presented for major programs in the 
chapter, that tnllovv. Additional information is presented in Appendix A. 

A riuent Brooking-, study projects much higher outlays a ter fiscal 1075 
than shown in Table 2-1, vi^. $f08 billion in fiscal 107e, $32-? billion In fiscal 
JP77, and $34S billion in (i-ca! 1078 |f:. K, Fried et al., Setting \Uit>oml Prwrif!C$t 
Thi- J''74 Biul^ct (Washington, D. C; The Brookings Institution, 1973), f. 414], 
Most of the difference between the two profection* reflects much higher outlays 

/o/ii 



DAVID J. 



0> ^^CO^^CNJ T~ 



CO 
CO 



00 h-^-^j^rvcD^coi- 



f- [ CO 



OQ 



o 



<0 

C JO 



'5 ^ 



0) 

u 



^ c 

C o 

I i 

? i 

« o 

5 



0? 

o 
a 



I? 

1 ^ 
«^ s 

c a c 

2 5m 

1 Si 

c: 3 



0) 

u 

0) 

E 

E 
o 



E J5 w 3 
£ Q) ^ 5; ^ 

co<zooujx£>Sc3a£ 



3 
o 

0) 
0) 

E 
o 
u 



(0 

c 

£ u 
*; CO w 

c ^ 2 CO 
Z g iS 

> P m a 
o 



- - o 



CO «J 

O </) 

.5 2 
n £ 

^ > 

I" 

^ CO 

0) .E 



12 



ERIC 



-.HE BUDGET OUTLOOK 



in the 1974 budget are largely realized anc. that the four special 
revenue-sharing propo-^als contained in the 1974 budget (urban com- 
munity development, education, manpower training, and law en- 
forcement) are enacted, with outlays follosving the paths suggested 
in that document.' No allowante is made for possible additional 
expenditures for programs proposed but not priced out in the budget, 
for example, health insurance for the poor. < 

The budget document indicates that "unconstrained" outlays in 
fiscal 1975, assuming full employment, would have been about $312 
billion without the outlay savings proposed in the fiscal 1974 budget. 
This is some $11 billion nbovc the AEl LRBP estimate published 
in September 1*^72 ' and the estimate in the Brookings study of 
May 1«72.-' By the end of the 1972 session of Congress, the admin- 
istration's goai of maintaining a balance between full employment 
revenues and outlays, even in the near term, required considerably 
more restraint on outlays than when these studies wero published. 

Converting the outlay projections to a national income accounts 
basis and to calendar years (1975-80) yields NIA federal sector ex- 
penditures, which arc shown, by NIA category, in Table 2-2. These 
figures exclude purely financial transactions and ather aberrations 
that occasionally distort the unified budget outlay numbers and thus 
they provide a better measure of the economic imj>act of the federal 
budget." Table 2-2 also shows NIA federal sector full employment 
receipts for l<^75-80, as generated with the AEl LRBP model,' and 
the resultant full employment surplus in the federal sector." 

Table 2-2 shows that the administration budget, if implemented, 
meets the administration's goal of a virtual balance between expendi- 
tures and full employment receipts in calendar 1?'75; it also provides 

proit'cted by the BrookinR'^ group for "defense, space, ami foreign affairs." They 
project owtLiys in this category to he $107 billion in fisc.J 1«»77, and $113 biillon 
in fisi.ll 1078, while this study prtijccts such outlays to be $101 billion and 
$105 billion in these respvctivc years. The difference in the defense projection Is 
discussed in Ch.iptcr 3. Thf difference in projected outlays in other categories 
is no dou bt due to different assumptions about workloads, inflation rates, and 
so forth. FU>vvever, the assumptions behind the projrctions of the Brookings 
group are not preirisely spelled out, and their tategori<»s differ from those used 
here and in the fiscal 7*^74 Biui^ct, so a detailed comparison is not possible. 

Tlw Ihiii^^ct tJw United States Coz^rrnmrnf, Fhcal Year 1974 ^Washington, 
D. C: U.S. Government Printing Office, 1*573), pp. 50-57. 
^ Ott et al,, \'ixoft, McGc^vcrfi ivai tJiC Federal Budfief, p. 4. 
•"^Sihult/e et al,, Sctti^i^ Kiitiofial PrioritiCii: The 1^7.^ Bud^ctr p. 418. 

See the Technical Note to this chapter for an explanation of the NIA conversion. 
' Courant et a!., All Budj^ef Proiectiou Model. 

^ The revenue estimates allow for a $.4 billion revenue Joss for the administra- 
tion's proposals for tuition credits for certain children in private iichools, 
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Table 2-2 

^ PROJECTED ADMINISTRATION BUDGET: 

FEDERAL RECEIPTS, EXPENDITURES. AND SURPLUS OR 
DEFICIT. FULL EMPLOYMENT BASIS. 1975-80 

iNiA basis, billions ot cunont aollars) 



iiern 




19f o 


1S77 


i978 


4 A** ft 

1979 


1980 
















Personal income taxes 


128.3 


139.7 


152.2 


165.0 


179.1 


184.2 


wonirtuuiions Tor soci3f 












insurance 


93.5 


106.5 


107.2 


118.7 


127.1 


136.1 


\^ufpuTd\& income Tax 




CT A 

0 /A 


D 1.9 


66.6 


71.4 


76.7 


inuHeci ousiness t3xes 




20.U 


27.8 


29.5 


31.5 


33.5 


Total receipts 


299.7 


323,7 


349.1 


379.8 


409.0 


440.6 


Expenditures 














Total purchases 


120,7 


124.5 


130.1 


135.0 


138.6 


143.7 


Defense 


78.7 


82.4 


86.3 


88 6 






Other 


42,1 


42.1 


43.9 


46.4 


49.1 


51.7 


Total transfers 


113.7 


122.6 


131.1 


140.6 


151,1 


162.3 


To persons 


110.4 


119.0 


127.2 


136.6 


146.8 


157.7 


To foreigners 


3.3 


3.5 


3.8 


4.0 


4.3 


4.6 


Grants to state and 












local governments 


44,5 


46.7 


49.6 


52.0 


54.6 


57.4 


Subsidies, less surplus 














of government 














enterprises 


5.9 


6.1 


6.0 


5.9 


5.9 


5.9 


Net interest paid 


15.5 


15.2 


14.9 


14.6 


14.3 


13.9 


Total expenditures 


300.3 


315.1 


331.7 


348.1 


364.5 


383.3 


Full employment, sur- 














plus (-f ) or deficit (-) 


-0.7 


+ 8.7 


+ 17.4 


+ 31.7 


+ 44.6 


+ 57.3 



Note; Details may not add to totals because of rounding. 
Source: LRBP estimates, 



a surplus of about $9 billion in 1^76, which ris^es to around $57 billion 
by l^SO, In short, to the extent that the administration is able to 
realize iti^ proposed budget savings, or match increases in expenditures 
above tho^;e proposed with cuts elsewhere, a small margin for tax 
reduction or for new program initiatives appears in calendar 1^76. 
Much more 'elbow room" appears in the following years of the 1970s. 
/ 

The Budget Outlook for the State and 
Local Government Sector 

Since 1^71, the state and IcKal sector ns a whole has shown a rather 
remarkable improvement in its budget, as pictured in the national 
income accounts. From 1929-69 (excluding World War II years), the 
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babnce between receipts and expenditures for the state and local 
sector in the NIA accounts showed no trend. In nineteen of those 
thirty-seven years, the sector showed a surplus, and in eighlren years 
it ran deficits. In only one year ( did the deluit or surplus exceed 
$2 billion, in gener^il, the trust funds (mostly state and local employee 
retirement funds) showed a steadily growing surplus. On the other 
hand, there was a growing deficit on general account, which, liowever, 
fluctuated from year to year rather than growing steadily. The net 
result was an overall deficit or surplus in a narrow range of plus or 
minus S2 billion, with the aps and downs reflecting a behavior of 
the balanec on general account. This picture is summarised in 
Figure 2-1. 

However, since the state and local government jiector has 

shown a rather remarkable increase in its Ml A surplus -from $1.8 
billion in l^vO to $4.0 billion in 1^71, to $13.1 billior in 1972. 

Rgure 2*1 

STATE AND LOCAL SECTOR: ANNUAL SURPLUS OR DEFICIT 
IN TRUST FUNDS. OTHER ACCOUNTS, AND OVERALL 
SURPLUS OR DEFICIT, 1929-41 AND K 3-69 

(NIA basis, millions ot current dollars) 




1929 1935 19411946 1950 1955 1960 1965 1969 

Source: U.S. Department of Commerce. The National Income and Prod- 
uct Accounts of the United States, 1929. pp. 54-55 and 58-59. and Survey 
of Current Business, various JUly Issues, 1968-72. 
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rreliminaiv figures show a siirplu*^ of $14.0 billion (at a ^ca?;cnally 
adjui^ted annua! rate) for the first quarter of 1973. More significant, 
the increase in the oserall surpUjs of the state and local sector reflected 
not only a continuation of the increase in the surplus of the trust funds, 
but a sharp fall in the deficit on general account. In fact, between 
1*^71 and 1^^72, the gen»Tal account swung from a $3,4 billion defkit 
to a surplus of about $4 billion. 

Table 2-3 shows projections of receipts, expenditures, and the 
surplus of the state and local sector, as generated by the AEI budget 
projection and resource allocation model using the projections of 
grants-in-aid from the federal sector under the administration budget.^^ 
Essentially, these projections show what the yearly surpluses for the 



Table 2-3 

PROJECTED RECEIPTS, EXPENDITURES, AND SURPLUS 
IN THE STATE AND LOCAL SECTOR UNDER THE 
ADMINISTRATION BUDGET, 1975-80 

(NIA basts, bit lions of current dollars) 



Item 


1975 


i 1976 


1977 


1978 


1979 


1980 


Receipts 














Personal tax and 














nontax receipts 


46.2 


61.9 


58.4 


65,6 


73.6 


82.5 


Indirect business taxes 


128.7 


116.3 


124.5 


132.9 


142.0 


151.7 


Corporate taxes 


6.0 


6.5 


7.1 


7,6 


8.3 


8.9 


Contributions for social 














insurance 


12.3 


13.3 


14.3 


15,4 


16.5 


17.8 


Grants 


44,5 


46,7 


49,6 


52.0 


54^6 


57.4 


Total receipts 


217.7 


234"7 


•53.9 


273.4 


2949 


318.3 


Expenditures 














Purchases 


185.6 


200.8 


217.0 


234.8 


254.1 


275.2 


Transfers 


17.5 


19.0 


20.4 


21.7 


23.2 


24.7 


Net interest paid 


0.4 


0.4 


0.4 


0.4 


0.4 


0.4 


Subsidies, less surplus 














of government 














enterprises 


5.6 


6.0 




6.9 


7.4 


8J) 


Total expenditures 


197.9 


214.1 


23Y.3 


249.9 


270^3 


292.3 


Surplus 


19.8 


20.6 


22.6 


23.5 


24.7 


26.0 



Nott: Details may not add to totals because of rounding, 
SoiifM; I.R6P estimates. 



•* An All I KBr proji'ttion for thi** sector vViJt; prcj^ented for the Nixon budget 
As it Uuikvd in St'ptfmluT 1*572 in Ott ft a!., Slixon, SU'Covvrtt attd the Federal 
Btiti^^i-f, p. 23. lor *i description oi how the Atl mode! generates the projected 
budgi't for this sector, m'c Courant ct aL, ACI Budget Prajection Model, 
Chapter 3. 



16 



THL BUDGET OUTLOOK 



^iaU^ and local ^q^Iov as a whole would be (1) if tax receipts of states 
and lokai gos ernmcnts responded to increases in the tax base (personal 
taxabk* income, corpora te profits, consumption) as they have his- 
toric ally (that is, if tax rate increases and the rise in receipts brought 
about by the growth of the tax base occurred at past rates, and (2) if 
expenditures of state and local governments rose so as not only to 
maintain real expenditures per pupil (in education) or per person (for 
other functions) but also to allow for the historical rate of growth 
in the "quality" (real expenditures) of state and local spending per 
pupil or person. 

The results indicate that, even after allowing for a "quality 
adjustment/' the gruvvth in total state and local spending will slow 
down enough in the last half of the 1970s so that a continuation of 
tax increases at past rates would produce substantial surpluses— on 
the order ot S20 billion in 1^75 and perhaps $26 billion by 1980. 
This largely reflects demographic trends. Enrollment is already de- 
i lining in eletnentary and secondary education, and the late of growth 
in higher eJuiation enrollment will probably drop to less than half 
its present rate (about 4 pertent in 1^72) by the end of the decade. 
About 40 percent of state and local expenditures go for education/^ 
so that these trends in school age population can hardly help but 
ease the pressure for growth in state and local outlays. Furthermore, 
the Census Bureau has reported recent fertility rates below those on 
which this study's population projections are based, and they continue 
to show a downward trend/' If anything, the projections of popu- 
lation and number of students used here is probably too high. 

While there is strong evidence that the rate of growth of state 
and local expenditures may lessen in the last half of the decade, it is 
not clear that the projected surpluses shown in Table 2-3 will mate- 
rialize at the levels suggested. Faced with reduced spending pressures, 
taxpayers may succeed in slowing down the rate of growth of state 
and local taxes, so that receipts and the surplus will follow a lower 
path than shown. One possible path might be that the overall surplus 
will roughly equal the surplus in state and local trust funds.^* This 

«»»U,*i. Ui»p»irtmi'nt uf Commerce, Survei^ of Cuncftt Bu$ifte$f, July 1972, pp. 29 
*ind 

U.S. Biifoau ot ihv Census, Current Population Reports, Series P-20, No. 240, 
"Birth lApfitations ^ind Fertility; June 1972'' (Wafihington, D. C; U.S. Govern- 
mrnt Trinfins Ortite, April 1^73). 

^-TIu' All moJt'l projeits state and local contributions for social Insurance 
(SCSI) M billion in 1*^75. U the growth in the benefits paid out by the 

tru-it funds were to continue at its trend measured rate of 11.4 percent per year 
trom 1*>0O'7| and investinent income grew at its trend rate of 15 percent a year, 
the trust fund surplus would be running at a level of around $10 billion In 1975. 
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would imply a balantt'd budgol on gcncnl account, thjt is, no net 
imrcase in the liabilities of the sector as a whole. Another possible 
path is one where state anj local ^'.overnmonts run an overall surplus 
that reflects not onlv the surplus in the retirement tunds, but also 
a surplus on general account, as was the case in World War II. In 
other words, reduced pressure for servic*^s might allow the sector to 
reduwc its uha\ indebtedness. Units might still cariv out capital cx- 
pendiiure programs and issue new debt, but the rcUrement of maturing 
state and local bonds would exceed new issues. Still another scenario 
might be a surge of state and local outlays for new or different 
purposes -school ecjuali/ation costs, pollution control, mass transit, 
or other programs- which could materially reduce the projected sur- 
plus, coHLeivablv even to its historical level of near zero. 

In short, while the state and local sector as a whole will face much 
lens pressure fi>r spending on its traditional functions, the implications 
of this tor the sector's budget balance as a whole are not clear Yet, as 
will be evident shortly, what the state and local governments in fact 
do with potrntial surpluses is critical to the appropriate posture for 
the federal budget. 

Tinally, it should be stressed that a brighter outlook for the state 
and local government sector as a whole does not imply a b* ight budgf t 
outlook for every uni i i the sci tor. Significant numbers of individual 
units may face a co Uinued budget squeeze due to population shifts, 
loss of tax base, special problems, et cetcfa.^'^ Indeed, one of the most 
pressing needs is for research into the outlook for different units in 
the sector as well as the outlook for the sector as a whole. Which 
are the "wealthy" state and local units? Which units face continued 
budget stringency and why? The results of such a study would do 
much to aid the federal government in shaping its future policies in 
regard to the type and allocation of grants-in-aid to state and local 
governments, It makes little sense to structure federal grants so that 
fiscal relief is extended on a large scale to the relatively affluent mem- 
bers of the state and local sector. Means should be found to target 
federal aid where it is most needed, and this requires firm evidencr* 
of where the need actually lies. 

The Federal Budget and Claims on GNP 

In ihoosing a particular budget posture, the federal government is 
not only choosing a balance between full employment outlays and 

'•nhi"* %\As ni^tt'J jn our previous JiKiu-Kjon of thr state 4nd local budget out- 
Set" Oii i'i a!., \nou, SU'C^^n^i-tn ivui fiuiruil Butis^i i, yp, 24-25. 
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rcidpt> but, j*iven a path for monetary poliiV, it is "buds^ting" the 
balamc between total output and total demand as well. To put it 
another wav, it tisia! polikV to be used for slabili/ation purposes, 
an impt^rtant iOiihiJcration in the ihoi*.e ot a budget posture is the 
implit/ititin it has for the balance of aggregate demand and aggregate 
output. If a full employment path is to be achieved through the use 
of moiietarv poliiV, then the list^al posture of the federal government 
is still important in terms of the best allocation of resources. However, 
frtmi either viewpoint the "optimal" full employment surplus is 
diHuult to estimate. 

Consid;.»r fir^i the optimal full emphnment budget surplus path 
from the point ot view of stabili/mg the economy via fiscal policy. 
Given a path lor monetary pi>Iiwy, the AL! budget prujcction and 
lesiUiTic alliuatuui model allow> the user lo ascertain the implications 
of alternative federal budget policies for the balance between aggre- 
gate demand and supply.' * The administration's budget was examined 
from this viewpoint, with alternatixe assumptions about the personal 
saving rate and the unemployment rcjte.^ ' Table 2-4 shows the GNP 
path and the path of total final demand for GNP under the adminis- 
tration's budget projections (in current dollars), assuming that the 
unemployment rate is 4 percent, the personal saving rate is 7 percent, 
and the proje*.ted state and local sector surpluses are realized. The 
unemployment rate is ».onsislent with that used by the administration 
in defining lull employment receipts, \ 7 percent saving rate, while 
somewhat above the cxperieme of l*^oO-t?0, is below the ratio observed 
for 1^'>d7-71 and very ilose to the 1^72 saving rate of 6.9 percent, 

As Table 2-4 shows, this combination of assumptions produces 
a comfortable margin between total GNP and total claims on GNP; 
the "gap" is negative that is, final demand is less than gross national 
product by some $17 billion in 1^75. This excess of output over 
Jaims on it rises rapidly to some $42 billion in 1*^77 and to more than 
S^>0 billion in l^SC. Taken at face value, the results indicate that the 
appropriate posture for the federal budget in 1^75 would be a full 
employment diiiiit instead of the administration's goal of a balanced 
full employment budget; a full employment Miicif of $17 billion 

«*St'r Couf.int v\ M.. M i f^uti^^cf Pu^uu'tii^n WiuM, Chapttfrn 1 and 2. for a 
tlct4ili'd dj''m''Mun of how ihv AM moJt'l 1^ struitured for this purpo^c. 
^-Othi'i .iHsumptions built into the All model arc c^iplaincd in ibid., Chapters 1 
and 2 \oti' m p.^rtuulaf th.U nt»t exports arc projected to be zero over the 
period I^»r3-i^0. Ihe reu'nt iiirremy realignment*- and "float" of European 
iiirrenilev might vail tor assumin^^ nome positive swing in net exports. Note 
aUi) that the pi tvate CSV Jetlatof assumed to rise at 2.5 pertent per year in all 
projections, whether this in hut ton^'istent utth the other assumptions or not. 
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would Lh^ consistent with iMbniing agRrcfiatc denund .snd supply,^*' 
lit 4 4 pcucnt uncmpknment rate. However, the a^isumptions arc 
iertainlv tenuous. Thi»re jh no •issurancc ihM the state and local 
sector will run the projivted >urpluses, It it wwv to use up the 1975 
!iurplu»j of some $2C billion by increased outlays, this would more 
than use up the SI 7 billion of "unused" CNP. Also, a 1 percentage 
point tall in the savin^watc would sharply increase final demand: 
with disposable personal iniome of some $*^o4 billion in 1975; this 
would raise tonsumpiion and final demand by almost $10 billion. 
On the other side of the *.oin, a higher savings ra^e or larger realised 
state and local surpluses could make the shortfall of final demand 
even larger. Table 2-5 shows, for different combinations of savings 
rates and slate and local surpluses, the addition to total demand via 
tax reduition or ini rcased federal expenditure that would just use up 
the remaining CNP, assuming a 4 percent unemployment rate/^ 
At one extreme, an S percent savings rate with the projected $20 
billion of '^tate and local surplus would justify additional stimulus 



Table 2-5 

GNP MINUS FINAL DEMAND FOR DIFFERENT 
COMBINATIONS OF SAVINGS RATES AND 
STATE AND LOCAL SURPLUSES, 1975 

(NIA b^sis, blUions o1 current dollars} 



State and Local Surplus 

(4 percent unemployment) 



Saving! Rat0 


$20 


S15 


S10 


$5 


0 


6% 


8.2 


4.0 


-.2 


-4.4 


-8.6 


7 


17.3 


13.1 


8.9 


4.7 


0.S 


8 


26.5 


22.3 


18.1 


13.9 


9.7 



Source; LRBP estimates. 



I he i'fti'it on final Ucm^ind ^r i CM* of *i ihange in federal budget oullayft 
or in ful! cmplovmrnt rc'i:t»ipu depends* on wh{tf is changed. Federal purcha9C$ 
tould ln» $J7 billion higher bc'cauK* they have a "dollar for dollar" effect on 
fin.ll demand. On the other hand, personal ta^e*i could be cut *»ome $21 billion, 
because a dollar reduction in ta>ies raisi**. final demand by !e«jfi than a dollar, 
for a more detailed diNCunsion, see 'A Note on Interpretation of ihc CAP 
Shown in the Output " ibtd., pp, 77-7d. 

^' State and local ••urplttiM?** Ic^s than the $20 billion projected are assumed to 
hill because the feti'jr redutes taxe^. Thus the effect of a fall In t^e <itate and 
local ^'urplu?. of, f»ay, $1 billion K to raif^e final demand by less than $1 billion 
(roughly $03e million), ibid., p* 77. 
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of .ibout S2o billion over thnt projected under the administration 
budget. At the other evtremc, a o percent savings rate and a zero 
balance in the budget oi the state and local sector would signal 
a need \o Uiiu:r federal purJiasi^ or taxes $S to $o billion from 
their projected levels.''' On balance, though. Table 2-5 suggests that 
^iuiie margin tor reduced taxes or increased federal spending would 
probably exi^t under all but extreme values for the savings rate and 
the state and local surplus, if the unemployment rate is 4 percent 
tor a $10 to Sl=^ Nillion state and local surplus and a C.5 petcent 
savings rate in the margin for tax cuts or increased federal 

expenditures is .xhoui S4 to $8 billion. Beyond 1*^75, there is increasing 
rc>om iov expenditure growth or tax cuts. 

As noted in the description of the AEI model,"* an unemployment 
rate of 4 percent may not be consistent, even in the long run, with 
the 2.:^ percent rate or" increase in the private GNP deflator used in the 
budget projection. Thus, it is instructive to look more explicitly at 
the balanie between GNP and claims on GNIP for alternative (higher) 
unemployment lates;^*** Thi^ is shown, again for U>75-80, in Table 2-6. 
With an unemployment rate of 4,5 percent, there is a much smaller 
gap between final demand and GNP. In 1^75, for example, GNP 
tails by some 523 billion and final demand also falls. But the decrease 
in final demand is smaller than the decrease in GNP for two reasons; 
First, government expenditures remain at virtually the same level as 
in Table 2-4; second, a $1 decrease in GNP induces a decline in private 
spending of less than 51 due to the usual "leakages/' Clearly, if a 
4.5 percent unemployment rate is more consistent with reasonably 
full employment, then the budget posture projected from the fiscal 
year 1^7 1- budget brings demand for output produced and productive 
capability well within tolerances for ,1^75, After 1975, there is again 
the prospect of expenditure growth or tax cuts to balance claims on 
GNP against GNP, although the path of the gap between output and 

^''SptMHiinj; inLriM*.is in the torm of tnuistor*,, gr^ints, or i^ubcidios or equivalent 
tav Wiiui'ttofi:^ iould be l\r^cr thnn tApenditiifc changes on purchases, *ilncc Ihc 
i*m\t m tnul ifi'mand 1^ k^*, thnn "Joll*3f for dollar/' a^^ noled in footnote It? 
above, 

^•'CoiiMn! t't .il.. M:I Buii^ct PioH^-tion SUyict, Chapter 2, 

-**Th4' full employment budget b.il.incc \^ unaffected if a 4 percent unemploy- 
ment rate is used as the benchmark for calculating revenues and outlayfi even 
thou>;h the *Ktunl vMc stays m ^ higher level. While an .id)U!itment ifi necessary 
to reduie uncmplovment bent l'its to wh.it they would be at 4 percent unemploy- 
ment, .1 simihu .ijju».tment to receipts is necessary, since a "fiteady-slate" 
higher unemptoymein Mtt- will t»njse unemployment trust fund receipts to be 
IncreaM-d to meet tho hi^hfr level ot benefits, and these recelpti* should not be 
iniluded in projciting a budget for 4 percent unemployment. 



22 



THE UUPC.rr OUTLOOK 



final dcmaiul is lower bcciusc the CNP path is lower, given the 
higher unemplovnient rate assumption. 

The assumption oF a 5 percent unemployment rate as reasonably 
full employment svouUi further reduce the excess ot output over final 
Jemand throughout the projection period. 

If it is assumed that monetary policy is used to preserve full 
employment, then; a^. Bailey shows, the optimal full employment 
hurplus is one which (1) allows for loan finance of a portion of 
investment-type i^'-'iliiin expenditures and (2) allows for povcrnment 
savings (a surplus) to outset the reduction in private savings caused 
by the federal income tax, Following Bailey, assuming that ^0 per- 
cent of the S37 billion of fiscal 1974 investment outlays of civil 
programs have ditfused benefits and that depreciation and obsoles- 
cence on existing federal assets are half of capital outlays, then a 
f ull employment deiiut of $lo.o billion would be needed to match the 
uncertainty of the benelits from such spending with uncertain costs 
(that is, to a'.'4)id the fall in private spending that would be caused 
if such expenditures were fax-financed). On the other hand, with 
total personal savings running at about SoO billion, then, following 
Bailey's calculaticMi,^'- the additional federal savings required to offset 
the effect*, of the federal tax system on private savings would be on 
the order of $22-32 billion, Thus, even with stabilization policy not 
a factor, a full employment surplus of $6-16 billion might be war- 
ranted to produce the correct federal fisc.il posture to alloratc resources 
properly. Since both federal civil investment outlays and personal 
savings would grow over the period 1^75-80, the size of the optimal 
full employment surplus would depend on the relative rater of growth 
of the two. On the assumptions above, however, a monetarist ap- 
proach to stabilization policy provides a case for running, at least 
in the near term, a si/able full employment surplus rather than 4 
balanced budget at full employment, 

Conclusions 

The thrust of this overview of the budget outlook is that the proposed 
^^Mdgut for fiscal 1^74 does come to grips with the problem of long- 
run balance of federal expenditure*^ and receipts. The administration 
has, in fact, proposed a budget posture which restrains outlay growth 
enough in fiscal years 1974 and 1975 to keep the budget on the track 
of full employment balance. 

Martin ]. Bailry, "The Optimal FulM'mpIoymcnt Surplus/' laumaJ of Political 
Liononisf, vo\, »0, no. 4 (July/Auj;ust 1972), pp. 049-61. 

i^ii Ibid., p. t>^^. 
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At the same time, it is not i lear what balaiu'e in the federal budget 
(measured at full employment) i** in hut necessary, by 1975, if the 
objective is to budget national output rather than full employment 
receipts or to achie\e an optin^al alloiation of resource^. I.ookinj^ 
at budget policy trom the viewpoint of stabilizing the economy, the 
unemployment rate that is consistent with reasonably full employment 
and the behavior ot the state and local sector are critical factors in 
determining the appropriate stance to take in federal budget policy. 
Realization i)t large projected state and local surpluses m.'ikes possible 
larger deficits in the federal budget. If the state and local sector 
reduces taxes or "spends away" its surplus, more restraint in the 
federal budget is called for. After 1^75, there will be an increasing 
margin for tax reduction or outlay initiatives at the federal level. 
From the p4>int of view of resource allocation, a sizable full employ- 
ment surplus may be needed, if monetary policy is used to preserve 
full employment. 

Technical Note on the Conversion 
from the Unified to the NIA Budget 

Unified budget outlays were converted to national income accounts 
expenditures for each fiscal year for use in the AEI LRBP model 
This was accomplished as explained below by projecting, for fiscal 
years the components of the adjustment. 

Grossing for Retirement, The NIA accounts add to the outlays in the 
unified budget an amount equal to the federal government's contribu- 
tion, as an employer, to the civil service retirement fund and to the 
OASDI fund. Contributions to the civil service fund consist of those 
matching employee contributions and a special payment to amortize 
the unfunded liability of the Fund, which changes when pay increases 
are given to civil service employees. The NIA adjustment was esti- 
mated using the projected path of federal civilian employment 
(FEC1\') and thr assumption that annual compensation per worker 
rises at 5.5 pen ont per year. A separate calculation was made for the 
unfunded liability contribution and then added to the previous calcu- 
lation to get total "grossing for retirement." On the receipts side, 
these same amounts were included in OASDI contributions (COASDI) 
or in "other" contributions for social insurance (FCSIO). 

Financial Transactions in the Expenditure Accounts The NIA accounts 
exclude certain expenditures in the unified budget because they 
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represent purely financial transactions, Examples are Commodity 
Credit Corporation (CCC) nonrecourse loans and capital contributions 
to international financial institution*?. The adjustment to outlays for 
such transactions in fiscal 1974 was $1.7 billion. This adjustment 
was simply extrapolated forward, since it is impossible to project 
every component. The adjustment was assumed to become absolutely 
smaller over time as CCC lending declines and other financial trans- 
actions are taken out of the budget. 

Other Netting and Grossing* This adjustment is mainly for proprie- 
tary receipts that are netted in the budget against outlays but treated 
as receipts (indirect business taxes) in the NIA accounts. This adjust- 
ment was also estimated using a trend. 

Other Adjustments. Separate adjustments were made for "grossing 
up" receipts from offshore oil leases and for postal service capital 
outlays financed outside the budget. 

The :;um of the NIA adjustments to unified budget outlays was 
then subtracted/ for each fiscal year, from budget expenditures (that 
is, outlays less net lending) to obtain total NIA expenditures. Total 
NIA expenditures for each fiscal year were then broken down into 
the NIA components — purchases, transfer payments, grants, and sub- 
sidies less surpluses of government enterprises. Transfer payments 
and grants were estimated separately for each program by the LRBP 
staff and then summed. Subsidies less surpluses of government enter- 
prises were estimated separately for the largest components of this 
category — the CCC, the postal service, and housing. This provided 
a base for obtaining a total for this category, since for all other pro- 
grams the net is virtually zero. Federal purchases were then obtained 
as a residual by subtracting grants, transfers, and subsidies less sur- 
pluses from total NIA expenditures. This was further divided into 
defense and nondefense purchases by estimating defense purchases 
and treating nondefense purchases as a residual 
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The fiscal 1974 defense budget projects a slight rise (5.6 percent) in 
total expenditures, provides for declining levels of military manpower^ 
contains funds for the procurement of several controversial and costly 
weapon systems, and foresees a drop in the level of spending for 
Southeast Asia, Since the administration has also presented an ex- 
penditure figure for fiscal 1975, which is about 5.6 percent above the 
fiscal 1974 level, it appears that the remaining three defense budgets 
of the second Nixon administration will also follow these patterns. 

Like its four predecessors, the fiscal 1974 budget has stimulated 
considerable controversy and debate. Because of the reductions in 
many social programs in the overall fiscal 1974 budget, this year's 
debate is especially bitten Congress seems to agree with the President 
that total federal spending must be kept down, but many congressmen 
argue that the reductions should come from the defense area rather 
than from social programs. Many critics feel that a rise in defense 
outlays, however slight, is unthinkable when social programs are 
being cut. They reason that, if we can no longer afford guns and 
butter, then we must eliminate some guns. 

Defenders of the Nixon defense budget point out the $3.2 billion, 
or 76 percent of the increase in Department of Defense (DOD) out- 
lays for fiscal 1974, is accounted for by military, civilian, and retired 
pay increases, and that the remaining $1 billion of the rise is largely 
attributable to inflation in the cost of materials and services purchased 
by the department. Administration spokesmen also note that, as a 
percentage of XoU\ federal outlays and the GNF, defense expenditures 
are at their lowest level since prc-Korean War days. Furthermore, 
"when adjusted for pay and price increases, defense spending in 1974 
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will be about the same as in 1973 and about one-third below 1968/' ^ 
Even then secretary of defense, Elliot Richardson, who many felt 
would reduce some areas of the defense budget, stated at a news con- 
ference on March 5, 1^73, that he could find no "pockets of fat" in 
the fiscal 1^74 budget.- 

Opponents of the level of defense expenditures in this budget 
call attention to the fact that even though defense outlays, as a 
percentage of the total federal budget and the GNP, are declining 
slightly, the Pentagon still takes a comparatively high percentage of 
both. Moreover, they add that if one examines the fiscal 1974 budget 
closely, the real increase is not $4.2 billion but nearly twice that 
amount. For this budget provides for 55,000 fewer military men and 
contains 53 percent less money for Southeast Asian operations than 
the fiscal 1973 budget. ^ The savings are $.6 billion from the manpower 
reduction and $3.3 billion from Southeast Asia so that the actual 
increase in the fiscal 1974 budget is $8.1 billion. 

Although this chapter does not discuss the question of priorities 
in the tedcral budget, it may contribute to the dialogue between the 
proponents and opponents of the present level of defense expenditures. 
The first part of the chapter projects defense expenditures through 
1980 based upon the trends and patterns established in the fiscal 1974 
budget. This is followed by estimates of savings which may be 
achieved in this same period by possible reductions in cert/iin areas 
of the defense budget. 

The Budget Outlook 

For purpose of analysis, defense expenditures may be broken down 
into the following categories: (1) personnel, (2) procurement, (3) oper- 
ations and maintenance, (4) construction, (5) research, development, 
test and evaluation (R, D, T&E), and (6) military assistance. These 
are ihe categories or titles under which the Armed Services and 
Appropriations Committees authorize and appropriate outlays for 
national defense, and they include all defense expenditures except 
those paid by DOD to the Atomic Energy Commission (AEC) for 
nuclear warheads. (These expenditures are discussed in Chapter 5A 
Two major assumptions affect the Nixon budget projections in 
each of these categories. First, no funds are included for the incre- 

' "Budget McHsnge of {he Pre^iident," Fiscal 7^74 Budget, p. 15, 

- Tran*icript of tnc nc w*i conference supplied by the Department of Defense. 

Unle^is otherwise indicated, all Ihe figures in this chapter come from the 
Fiscal 1974 Btidgat 
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mental costs of Southeast Ania aclivitic*;. Fui fiscal 1974 these costs 
are estimate to be $2.9 billion — $1.9 billion for military assistance 
to South Vietnam and Laos, and Sl.O billion for support of U.S. naval 
and air forces in the area. Cxpenbcs in the post-I*^'>74 period will 
depend primarily upon the cost of rebuilding North and South Viet- 
nam, which is presently estimated by some to be about $7.5 billion. 
However, the administration has not yet decided on the total amount 
or the pace of rebuilding or whether funds for it will come from 
the DOD budget. At a press conference on March 2, 1^73, President 
Nixon stated that funds for rebuilding North Vietnam will come from 
the national security budget, w^hich includes both the defense and 
foreign aid budgets. Three days later, Secretary of Defense Elliot 
Richardson said that funds for aid to North Vietnam might be made 
available from the $2.P billion allocated to Southeast Asia.** 

Second, no significant incremental funds are included for the all- 
volunteer force (AVF). It is assumed that the $4.6 billion expended 
through fiscal 1973 has raised pay and living conditions to a level 
sufficiently high to attract the AVF/' and that only pay increases in 
step with the private sector and bonuses for certain skills (for example/ 
for enlistment in combat arms) will be needed from now on. In fiscal 
1974, allowances for the AVF are only $140 million and these pro- 
jections include similar amounts for the rest of the decade. 

Personnel. Table 3-1 projects the costs of personnel in the defense 
budget for the period from fiscal 1975 through 1981. Under the 
assumptions discussed in this section, costs in this area should rise 
by 43 percent by the end of the decade. 

Personnel expenditures will consume 56 percent of the total 
DOD budget in fiscal 1974 and amount to about $44 billion. Ten years 
ago, expenditures in this category were only $22 billion or 43 percent 
of the defense budget. This tremendous increase in personnel costs 
is attributable to three factors: inflation, the move toward the AVF, 
and efforts to keep government salaries in line with rising productivity 
in the private sector. Personnel outlays consist of pay and allowances 
for four categories of personnel (military active, civil service, mili- 
tary reserve, and military retired) and housing costs. Table 3-1 
summarizes the LRBP projection of personnel expenditures in defense. 

For fiscal 1974, the Nixon administration is projecting an average 
active military strength of 2.233 million. This represents a decrease 



^Transcripts supplied by the Dep»srtmenl of Defense. 

'* An AVF composed of 2.2 million active duty military personnel and 1 million 
drilling reservists, 
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Table 3-1 

DEFENSE PERSONNEL COSTS. FISCAL YEARS 1975-81 

(biliionn iif Currant doliita) > 



Category 


197S 


1976 


1977 


1978 


1979 


1980 


1981 


Military personnel ^ 


25,2 


26.6 


28,0 


29,6 


31.2 


32.9 


34.7 


Civil service 


14.0 


14.8 


15,6 


16.5 


17.4 


18.4 


19.3 


Military retired ^ 


5.3 


5.8 


6.3 


6.6 


7.0 


7.6 


8.2 


Housing 


,7 


.8 


.8 


.8 


.8 


.8 


.8 


Total 


45.2 


48.0 


50.7 


53.5 


56.4 


59.7 


63.0 



• Includes both inflation and produclivity increases. 

^ Includes reserves. 

c Without recomputation. 

Excludes pay. 
Source; LRBP estimates. 



of L270 million men, or 3c» percent, since iiscal I'-'^dS, and will bring 
military manpower to 414,000 below pre-\'ietnam level*^ tind to its 
lowest level since prior to the Korean War (that is, fiscal 1950), when 
military manpower was l,4bO million, 

Despite the reduction in the military forces, personnel costs have 
continued to rise, During the past ten years outlays for active military 
personnel have risen by over $11 billion. Ten years ago the average 
salary in the armed services was $3,100. Today it is $8,200. This 
represents an increase of lo5 percent in a decade. A Senate Armed 
Services Committee study has estimated that the cost of maintaining 
a member of the armed services on active duty has risen from S3,44J 
in fiscal 1950 to $12,448 in fiscal 1^74, an increase of 2d2 percent.*^ 

DOD spokesmen have stated that manpower levels have bot- 
tomed out, and they predict no further significant reductions in force 
levels in the foreseeable future." However, Congress usually makes 
some personnel cuts, and the projections here allow for a reduction 
of 33,000 personnel by fiscal 1^75 and a level force of 2.2 million 
for the rest of the decade. The cost of this force in current dollars 
will rise from $23,0 billion in fiscal 1974 to S26.0 billion in fiscal 
1977 and to 532.2 billion by fiscal 1991. 



♦ Nfclvin Laird, fiuiil Report to the Couj^rci^B, January S, 1^7?, 14; Robert C 
Moot, Detujfffftcnt of DHt*ft>t* FY J^74 Budj^ct Btivfin^, lanuary 27, l<?73, p. 22; 
and Richard Nixon, U,S, Forctj^n Polic^i for the l^^TO'^: Shnping a Durable Peace, 
May 3, 1973, p, 
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The civil service picture is quite similar to t!ut of the military. 
Fiscal 1*^74 civilian employment in DOD will be 32,000 below pre- 
Vietnam levels and* yet the cost of the civil service payroll has risen 
fiom S7.J billion in fistal I^>o4 to billion in fiscal 1*574. This 

represents an increase of 85 percent in a decade and has brought the 
average annual cost of each civilian in DOD to $ J 3,300. 

Present civil service strength in DOD is 1.013 million. The analy- 
sis here allows for a drop of 13,000 by fiscal 1^75 and projects a level 
of 1 million for the remainder of the decade. Costs for these personnel 
in current dollars will rise from $13.5 billion in fiscal 1974 to $15.6 
billion in fiscal 1^77 and to Sl^.3 billion in fiscal 1^81. 

The number of reservists and national guardsmen who will draw 
drill pay in fiscal 1^74 will be Ckhout 1 million, at a cost of $1.7 billion. 
Beiause the Ni\on administration'^ ''total force" concept considers 
the drill pay reservists as an integral part of the nation's defense force 
and because of the decline in the number of active duty personnel, the 
analysis projeits that the number of reservists will remain at the 
present level. The cost of these citi/en soldiers will rise to $2.0 billion 
in current dollars in fiscal 1^77 and to $2.5 billion by the end of 
the decade. 

The situation with respect to military retirees is dramatically 
different from that of active personnel. While active duty strength 
has been declining rapidly, the number of retired personnel has been 
increasing dramatically and will continue to do so. In fiscal 1974 the 
number of former military personnel drawing military retirement pay 
will be 1.017 million. Two years ago it was .867 million and by fiscal 
1981 more than 1.2 million people will be on the retired rolls. 

Since the military retirement system is unfunded (the system 
presently has a liability of $1^6 billion), it will present an increasing 
burden on DOD. Whereas outlays for military retirement in fiscal 
1^64 were SI. 2 billion, in fiscal 1974 they will be $4.7 billion. By fiscal 
1^77 outlays are projected here to be $6.3 billion and by fiscal 1981 
about $8.2 billion. Between now and the end of the century, DOD 
will have to pay out at least S340 billion in retired pay.^ 

In addition to the increase in the number of retirees, there is an 
additional factor threatening to increase the costs of military retire- 
ment. This is the demand for recomputation of the base by those who 
retired before the large increases in active duty pay. In both the 1968 
and 1972 presidential campaigns, the major presidential candidates 



Thf prrst»nt militiUV ri*iironu»nt *»ystcm reform propt^saL which suppo^d to 
be prrsontrd to OngroH*- \hh year, will reduce cost<! by 7 percent over the next 
twenly-sevcfi year-, but Will npt have any real impact in this decade. 
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pledged tlli'Inselvc^ to support rtvomputotion, and in fiscal 1^73 the 
admini^tration aitually provided $.3 billion in the defense budget for 
partial reiomputation, 

The ^»enate passed a rewoinputation bill in the summer of 1972, 
but It died in ionterenie. During the fall and winter of 1972, a House 
suhkommittee studied the question in great detail and recommended 
that reiomputation not be ionsidered because of its prohibitive costs. 
The committee estimated that the Ni\on proposal would have a 
iumulative lost or billion and full ivwwnnputation would have an 
eventual price tag of SI 37 billion.'' 

Nevertheless, the Ni\on administration again provided $.3 billion 
lor rekomputation in the fiscal 1^74 budget. This analysis dors not 
imlude any funds for recomputation. The leaders of the military 
iommittee^ in Congress are opposed to it and the Pentagon is not 
actively supporting it. In his first press conference as Secretary of 
Defense; Secretary Richardson ^aid that the S3t50 million for recom- 
putation was a good example of an area where Congress might 
prolitablv uit the list a! l*^>/4 b^nf^et."* 

Outlays for housing, exJuding pay, will reach $725 million in 
fiscal 1^74. This represents an increase of S32^ million or 83 percent 
since fiscal l^'^oS. For the following reasons, the projections assume 
that outlays will remain at this high level for the remainder of the 
decade. First, surveys have shown that adequate housing is an es- 
sential ingredient for attracting and maintaining an effective AVF. 
Second, there is still an acute shortage of housing— for example, the 
Navy maintains that, at the present rate of expenditures, It will take 
ten years to provide adequate housing for enlisted bachelors and 
twenty-two years to provide sufficient housing for bachelor officers.^ ^ 
Third, in fiscal 1974, budget authority for housing is 19 percent above 
outlays. Outlays for housing thus are assumed to rise to $773 million 
by tiscal 1^77 and to $S3& million by fiscal 1*^81. 

Procurement* DOD is currently developing 116 weapon systems with 
a total estimated cost of $153 billion. Through fiscal 1973, Congress 
has appropriated only $63 billion of this total*'- Thus, within the 

•* L' S Con>;rt'HH, Hou-e Armed Service*^ Cummiltcc, Rccompufafiofi aud Ofhcr 
Rrttfi^mi'fit tf);js/ii//<>rh ^2nd Congrc^**. 2nd *»Cfis|on, December 2^, 1^72, pp, 17626 
^nd I7p27. 

L',S. Scn.iii\ Revolt '^^124^^, Svpivmhvf 30. 1^72, p. 4. 
^-Comptfollor General of the United State**, Coft Growth in Major Weapon 
Syiitcm>, Miifih 24;», lo??, p. I. I'roturrmcnt e«itim^tc« allow for inflation. This 
it an innovation of Vletvin Laird. 
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next five years Congress must appropriate at least an additional $90 
billion if the^e weapon systems are to be cotiipleted* Although many 
of them are tontroversial and very expensive and have generated a 
great deal of debate in Congress and among the informed public, 
Congress hjs not yet canceled any of them. Table 3*2 contains a list 
of the major vvea^Hjn systems with their cost data up through the 
President's fiscj) l^7i budget request. 

Outlays for procurement requested in fiscal 1974 are projected 
to be $1d.5 million. As indicated in Table 3-2, about 50 percent of 
these outlays will go to these major ongoing programs. Very few 
new programs were initiated in the fiscal 1974 budget. The only ones 
of any consequence are the proposed Submarine Launched Cruise 



Table 3-2 

NIXON BUDGET: MAJOR PROCUREMENT PROGRAMS 

(billions of dollars^ 



Authorized 



Program 


Tosal 
Cost 


Unit 
Cost* 


Through 
FY 1973 


Roquetted 
In FY 1974 


Romaining 


MIRV 


8.5 


N/A 


4.7 


.8 


30 


Trident 


12.8 


I.OB 


1.1 


1.7 


10,0 


AWACS 


2.7 


64M 


.2 


.2 


2.3 


SAM-D 


5.2 


N/A 


.5 


.2 


4.5 


B-l 


12.7 


S2fvi 


1.1 


.5 


11.1 


F-15 


7.8 


10M 


1.9 


1.1 


4.8 


F-14 


5.2" 


17M 


3.4 


.6 


1.2 


S-3A 


3.2 


16M 


1.3 


.5 


1.4 


P-3C 


2.5 


12M 


1.2 


.2 


1.1 




4.0 


I.OB 


.3 


.6 


3.0 


SSN« 


10.9 


186M 


3.1 


.9 


3.0 


OD-963 


2.8 


90M 


l.i 


.6 


1.1 


AX 'A-10) 




3M 


.2 


_J. 






79.9 




20.1 


8.0 


51.6 


■ B - billions, 


M * millions, 


N/A - 


not available. 







^On March 8, 1972, the Navy announced that it was planning to buy only 
thirty-four planes for S3 4t3 oiiiion, or $25.8 million per plane, 
c Assumes that one CVN will be funded every other year. 
^ Assumes that six SSNs will be funded annually. 

$ourMi^ Various authorization and appropriations hearings and reports on the 
DOD budgets fcr FY 1972 and 1973: Comptroller General of the United States, 
Acquisition of Maior yVeapon Systems: Report to the Congress, B-ISOSB, July 17, 
1972. pp, 63-65. Department of Defense, Program AcQul^ition Co$t$ by Weapon 
System, January 29. 1973: ComptroUt^f General of the United States. Co$t 
Growth in Major Weapon Systems, p. 60. 
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Mi*;silc (Harpiion), for which only S15.3 million was requested, and 
a mobile ICBM program, for which only $d million was asked. 

Based upon the amount of the uneN|>ended balance for the 
weafxjn hystems ».urrcntiy being developed and the tatt that budget 
authority for fiscal 1^74 is 14 percent above outlays, procurement 
expenditures are projected to rise through fiscal 1978 to billion 
in current dollars. After that, outlays for procurement should fall as 
the proposed weapon system'.; arc completed, if no major new pro- 
grams are undertaken in the interim. By fiscal 1^81 we estimate that 
procurement outlays will fall to about $15.5 billion. 

Our projections in this area are based upon completion of these 
major programs and assume that, if cost overruns exceed the antici- 
pated inflation by a large amount, DOD will either procure fewer 
units or stretth out the program. Such practices have become common 
in recent years. For example, when the F'14 program experienced 
a cost overrun of nearly 100 percent, the Pentagon reduced the pro- 
gram by half; and when S-3A costs rose, the purchase of thirteen 
planes was transferred from fiscal 1^73 to fiscal 1074. 

Projections in the procurement area are fraught with great un- 
certainty. Should real progress toward disarmament be made in the 
upcoming SALT 11 negotiations or the European Security Conference, 
majiv weapon systems might be shelved. However, should the spirit 
of SALT 1 not continue (for example, if the Soviets should seek to 
exploit their newly acquired MIRV capability), dramatic increases 
could occur. President Nixon estim:sted that if the SALT I negotia- 
tions had not been successful, procurement funds would have had 
to increase substantially.^^ Full-sc.^le development of the mobile ICBM 
mentioned above would be one example of an expensive new program; 
development of "hard target" weapons would be another. 

Operations and Maintenance. Operations and maintenance (O&M) 
costs include ship and :!ircr::l'l fuel, transportation and travel; overhaul 
of shipo, aiii^iuft and other weapons, and medical supplies and services. 
For fiscal 1974 the nonpersonnel costs for these items should amount 
to about $11.5 billion. Total O&M costs, including those of civil 
service personnel, will be S22.3 billion.'"* 

^'HVityluftji^tofi Pui,i, June 30, The President staled that procurement costs 

would rise about US billion annually without SALT I, but there does not appear 
to be any real basifi tor this figure. It was probably meant to impress Congress 
with the neie«.sity of ratih inj* SALT L 

Although this analysi*^ d««.cu*'Si's civil service personnel costs separately in the 
r>cfsonnel category, Congress considers them in the areas affected. The majority 
of civil service personnel co*i{s occur in the O&M category. Small amounts are 
found in the construction, R, T & E, and housing accounts. 
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Projection? in this area arc based upon three assumptions: (1) the 
cost of these goods and services will rise at the same rate as prices in 
general; (2) ihv major weapon systems to which the administration 
is committed will be completed and they vvill be phased into the active 
torces on time and in the projected numbers (significant slippage in the 
delivery schedule of tlie new weapon systems will cause a rise In O&M 
costs of keeping the present systems in operation beyond their useful 
life); and (3) the number of carriers vvill decline from fifteen to twelve 
because during the remaining years of this decade only one carrier 
will become operational and four will be retired as they reach the 
end of their thirty-year useful life period. 

On the basis of these assumptions, total O&M costs are projected 
to rise to $24.8 billion in fiscal 1977 and to over $30,5 billion by 
fiscal l^SL Nonpersonncl O&M costs vvill be $12.9 billion and $15.8 
billion^ respectively. 

Construction. Military construction projects are tied primarily to the 
procurement area. For example, the Trident program will necessitate 
the construction of a new base at Bangor, Washington, at a cost of 
about $550 million. Therefore, the projections in this area are similar 
to those in procurement. Construction costs are projected to increase 
from $L3 billion in fiscal 1974 to $1.8 billion by fiscal 1978 and then 
to decline slightly, if no new major projects are launched. 

Research, Development, Test and Evaluation (RDT&E)* Outlays in 
this area for fiscal 1^74 are projected to be $8.1 billion. Comptroller 
Robert C. Moot has stated that there will be no real increase in the 
R&D accounts for the next five years. Therefore, the projections 
allow only for inflation. It should be noted that, despite official state- 
ments, expenditures in this area might increase in real terms should 
international agreements slow down th procurement of new weapons. 
For example, after the SALT I agreements about $.2 billion was 
transferred from procurement to R&D, 

Military Assistance^ Outlays for military assistance in fiscal 1974 are 
estimated to be $800 million. (The amount funded in this portion of 
the DOD budget includes only a small part of the total cost of military 
assistance. Total military assistance, funded in all parts of the federal 
budget, is about $10 billion.) The projections ht?ie foresee no real 
increase in this category for the remainder of the decade. 



*'»Mout, DOD i^74 Budget Briefmg, p. 8, 
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In principle, outlays for military assistance should rise as total 
troop strength and overseas forces decline. However, this area is very 
vulnerable to congressional reductions. Military assistance has no 
real constituencv and congressmen are free to make reductions in this 
area with impunity. In the past five years, Congress has reduced 
administration requests in this area by about 25 percent, and did not 
complete action on the fiscal 1973 request until the end of the fiscal 
year.^'' 

Summary. Table 3-3 summarises our projections by category. If the 
assumptions developed here are correct, outlays for defense purposes 
will rise by $23 billion or 29 percent between now and the end of 
the decade. This is an average annual increase of $3.2 billion or 4.1 
percent (a real increase of only 1.6 percent). About $17.8 billion 
of the increase will be caused rising personnel costs. Indeed, after 



Table 3-3 

DEFENSE OUTLAYS BY APPROPRIATION TITLE, 
FISCAL YEARS 1975-81 

(bilUons of current dottars) 



Appropriation 

TftlQ 


1975 


1976 


1977 


1978 


1979 


1980 


1981 


Military personnel « 


25.2 


26.6 


28.0 


29.6 


31.2 


32.9 


34,7 


Military retired 


5.3 


5.8 


6.3 


6.6 


7.0 


7.6 


8.2 




22.7 


23.8 


24.8 


26.3 


27.6 


29.1 


30.5 


Procurement ^ 


16.7 


17.8 


19.1 


1S.6 


17.5 


15.1 


15.5 


R&D" 


8.3 


8.5 


8.7 


8.9 


9.1 


9.3 


9.5 


Construction ^ 


1.3 


1.6 


1.7 


1.8 


1.7 


1.6 


1.8 


Other '= 


.5 


.5 


.5 


.5 


.5 


.5 


.5 


Military assistance 


.8 


.8 


.9 


.9 


.9 


.9 


.9 


Total 


80.8 


85.4 


90.0 


94.2 


95.5 


97.0 


101 6 



* Includes reserves. 

^ Includes the cost of civilian personnel. 

c Includes housing, civil defense, special foreign currency, and revolving and 

managemenffunds. 

Sourca; LRBP estimates. 



Outlays in thi*» account might rifie If expenditureti for military asjiistance to 
Southeast A^\^, which are currently funded in the service budgets, are trans- 
ferred to it. Prior to 19o6, military as*iistance to Southeast Asia was funded in 
thb account. 
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fiscal 1978 outlavii for inveiitmcnt (prccurement, RDT&E, and con- 
•jtruction) will decrease in real terms. 

The projection for fiscal 1^75 is S2.2 billion less than the admin- 
istration's figure of $83.0 billion. This ditterence is due to the fact 
that no funds for Southeast Asia or rccomputation are available in 
the administration's budget projection. If these funds ($3,2 billion) 
are subtracted from the administration's fiscal 1^75 budget projection, 
then the projected budget here is actually $1 billion higherJ' 

Possible Savings in Defense 

If one is looking for ways to reduce federal outlays, an obvious place 
to begin is the defense budget. Not only are DOD expenditures quite 
large {ISA percent of total federal outlays and 6 percent of GNP), 
but defense outlays represent b9,5 percent of the controllable expendi- 
tures in the federal budget. 

However, before examining areas of possible savings in the DOD 
budget, certain facts ought to be made clear. As a percentage of the 
total budget and CNP respectively, defense outlays are at their lowest 
level since 1950 when DOD accounted for 26.6 percent of the federal 
budget and 6.b percent of the GNP. As recently as fiscal 1968, DOD 
expenditures represented 42.5 percent of the federal budget and 9.4 
percent of the CNP. Moreover, only $52.3 billion or 66 percent of 
the DOD budget itself is ''controllable.'' Finally, defense spending in 
real terms has not risen since fiscal 1968, and has actually decreased 
in real terms by about 10 percent since fiscal 1964. 

Nevertheless, there are at least three areas in which many experts 
believe defense spending can perhaps be reduced without undue risks 
to security, although there may be some impact upon the AVF. They 
are personnel, support, and procurement. 

Personnel. Any attempt to find possible places to reduce defense 
spending should focus initially on the personnel area for two reasons, 

f^rojcctions for dcfcn'^c outlays In fiscal yenrs l<575-80, made by the Brookings 
group, are ^ilso somewhat higher th^n our projections (Fried ci al, Setting 
SiUionnl Prtottttcfi: The ^'^74 Bud^vt, pp. .^34-335). There 4ire four re*isons for 
this. First, the Brookings group uses .^ higher r*ite of inflation to calculate pay 
and price increases — over 4 percent in many categories. Second, the group makes 
allowances for real cost growth over and above official administration cost 
estimates. Third, It included funds for unspecified new initiatives. And fourth, 
it added $1 billion annually to outlays in order to close the gap between total 
obligational authority and expenditures. The Brookings group admit** that as a 
prediction of what will happen their defense projections are probably on the 
high side. 

39 



ERIC 



LAVVKtNi t J. KOKB 



First, personnel costs now represent 56 percent of total outlays for 
defense. Second, personnel reductions are the quickest way to reduce 
defense spending, Payments to laid-off personnel stop almost im- 
mediately, Indeed, the National Urban Coalition's alternative defense 
budget for lis*.al I^^74 achieves a large part of its suggested S5.I billion 
reduction by recommending an additional cut of 300,000 active duty 
military personnel.^'' 

Nevertheless, for three reasons it does not seem probable that 
there will be any attempts on the part of Congress to make significant 
reductions in manpower levels at this time without any changes in 
U.S, commitments or strategy. First, since taking office, the Nixon 
administration has already reduced military and civilian manpower 
in DOD by about one-third, that is, from 4,8 million to just above 
3.2 million. Second, the present manpower level is the lowest that 
the total UOD labor force has been since June 1950, just prior to 
the outbreak of the Korean War, and lower than at any time during 
the Lisenhower, Kennedy, and )ohnson administrations. Third, the 
project ions discussed above already allow for a reduction of 46,000 
additional military and civilian personnel between now and the end 
of fiscal 1975. 

However, it is obvious that the armed services will make sig- 
nificant efforts to search for ways to economize on labor. Under the 
draft, manpower was underpriced and hence profligately used. Future 
weapon systems should be designed with a view to replacing man- 
power with mechanization. Moreover, DOD should continue to 
attempt to civiliani/e those military jobs which can be done more 
cheaply by civilians (for example, the Pentagon civilianized 31,000 
military positions within the last year). 

But, even within this comparatively small labor force, there is 
one area which is likely to be seized upon by those interested in 
reducing defense expenditures, that is, a reduction in the proportion 
of high-level military and civilian personnel. From fiscal 1964, the 
last pre-Vietnam year, to fiscal 1973, there has been an 11 percent 
decrease in military personnel. (Senator Walter Mondale, D.-Minn,, 
has already introduced legislation to bring this about.) Despite this 
reduction in total personnel, the number of flag officers has increased 
by 25, the number of colonels and lieutenant colonels (captains and 
commanders in the Navy) has increased by 2,552, and the number 



^•^Thc National Urban Coalition, An Attcmatix'v Buiigef for Fiscal Year 7974, 
March 27, 1973, p. I. This i^. aho true of the $14 billion reduction in the fiscal 
year 1974 defenf^e budget proposed by the Project on Budget Priorities in its 
Military Policy and Budget Prior it 
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of high-lovrl enlisted men L-S, nnd E-^) has increased by 

3e,S53. The House Appropriations Committee hat; estimated that this 
increase in grade level, or "grade creep/' cost about $1.3 billion in 
fiscal 1^73.''* 

In the tisca! 1*^74 budget, the services have made some efforts 
to reduce this grade creep. They have reduced the percentage of 
officers from 14.4 percent to 14 percent and the percentage of enlisted 
personnel in the top six grades (E-4 to E-9) from 66.1 percent to 63.5 
percent/-'" and they have lengthened the time in grade requirements 
for promotions. However, these changes have been relatively small. 
For example, the Navy has increased the number of junior officers 
(grades 01 to 03) by only .3 percent and decreased the number of 
senior officers (grades 04 to 06) by only i percent, while leaving the 
number of admirals unchanged. These actions will save only about 
$.2 billion in fiscal 1^74. 

The civil service situation is somewhat less severe. Programs 
enacted in 1^70 by OMB have succeeded in reducing the average grade 
level for civilians in the fiscal 1^73 budget. But, within DOD the 
number of supergrade civilians has remained virtually unchanged at 
1,625 since fiscal 196S, despite a reduction in the civilian work force 
from 1,287,000 to 1,031,000, or almost 21.3 percent. Maintainmg 
these additional supergrade civilians costs about $30 million a year. 

If the Pentagon could reduce the number of high-level positions 
and restore the grade distribution pattern of fiscal 1964, personnel 
costs in fiscal 1^74 would be about $1.1 billion lower. However, such 
a step is neither practical nor legal since these personnel have certain 
tenure rights. A more vigorous effort on the part of the Pentagon to 
forcibly retire high-level personnel who have reached the minimum 
legal age and length of service -requirements for retirement could 
be undertaken with a saving of $.3 billion in fiscal 1974, Many 
congressmen would like to see these high-level reductions take place 
in the command /headquarters category, where the Senate Armed 
Services Committee has concluded that a 25 percent reduction could 
be made without an adverse impact on defense capability/'^ 

»^'U,S. Congress House Appropriations Committee, Report ^2-138(9, Septem- 
ber II, 1*?72. pp. 24-25. "Grdde bulge/' which h*is occurred after every wafi 
might be a more accurate term than ''grade creep." 
-*»Moot, DOD 1^74 Budget Briefing, p. 5, 

Rvpprt *^2'13^t^, p. 6^^. Congrefis is currently considering a Defense Depart- 
ment pLin for the overhaul of official promotion and tenure laws. New laws 
might make it possible to reduce the grade bulge even more. The new Urban 
Coalition estimates that half the process of restoring the fiscal 19H grade 
distrtbulfon would save $bOO million annually. 
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Support.*" Indirect support cosits in the defense budget include such 
items as recruit and specialized training, pilot training, personnel 
assignment, depot-level mainlenanwe tunction, headquarters opera- 
tic •'is, and base operations. 

As indicated in Table 3-4, indirect support costs in the fiscal 
1974 budget account for 27 percent of the total outlays. Although this 
represents a slight decrease from fiscal 1973, this level is still higher 
than cither the pre-Vietnam level or that attained at the height of the 
Vietnam war. The average support cost per military man for fiscal 
1974 will be Si, 030,*'' while ten years ago it was only $425. Because 
of this high level of support costSy many have proposed savings in 
this area. 

DOD spokesmen themselves have suggested that the largest 
waste in the support area results from the operation of ''excess" bases. 
Former Deputy Secretary of Defense David Packard estimated that 
about $1 billion a year could be saved by closing unnecessary bases 
in the continental United States (CONUS)r* and Admiral Elmo 



Table 3-4 

INDIRECT DEFENSE SUPPORT COSTS,^ 
SELECTED FISCAL YEARS 

(billions of current dollars} 



Category 


1964 


1968 


1970 


1973 


1974 


Training medical and 
general personnel ^ 


5.7 


10.1 


10.9 


12,6 


12,9 


Central supply and 
maintenance 


4.6 


8.4 


9.1 


8.7 


8.4 


Administration 


1.1 


1.2 


1.5 


1.7 


1.7 


Total 


11.4 


19,7 


21,5 


22.4 


23.0 


Total, percent of 
defense 


23% 


26% 


28% 


28% 


27% 



• Obligatlonal authority. 
^ Excludes retired pay. 

SoiircM: Figures for 1964, 1968 and 1970 are from Binkln. Support Costs In 
the Defense Budget, p, 10. Figures for 1973 and 1974 are from Department of 
Defense news release, January 29, 1973. 



-^--'Thc idea*; for savings In this area owe their origin to Martin Binkin's excellent 
work. Support Coit$ in the Defense Budget: The Submerged One-Third (Wash- 
ington; D. C: The Brooking«i Institution, 1972). 

-^Thi$ figure does not include allowances for housing, incentive pay, or bonuses. 
'^New york TimeB, December 14, 197L 
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Zumwalt, the chief of nav,3l operations, conjectured that if the Navy 
could close all the bases it ought to close, a quarter of a billion dollars 
per year could be saved by his service alone.-*' Yet from mid-1970 to 
mid-1^73 there were no major CONUS base closings and the average 
base population decreased by 17 percent in that period/'*' 

Although on April 17, 1973, Elliot Richardson did announce the 
details of 274 specific actions to consolidate, reduce, realign, or close 
military bases in CONUS and Puerto Rico during fiscal 1974, the 
savings will not be as great as those projected by Packard and 
Zumwalt. The then secretary of defense estimated that the annual 
savings from these actions would be only $350 million and admitted 
that "we've got to push harder" in the area of base closings.** More- 
over, James Schlesinger, the present secretary of defense, has directed 
the services to send him a list of expendable installations by Decem- 
ber 1^73. 

Another support item that many view as wasteful is the number 
of personnel transfers. The House Appropriations Committee has 
referred to the current rotation policies of the armed services as un- 
realistic and feels that the armed services are spending too much 
money in this area,"*" Personnel transfers are expensive for two 
reasons. First, there is the cost of the move itself. For example, in 
fiscal 1973 each rotational move cost about $1,400, while each opera- 
tional transfer amounted to $800.-*^ Second, there is the cost of addi- 
tional personnel who are unable to perform a military mission because 
they are in a transient status. In fiscal 1972 there were 97,000 such 
transients. 

At present the average tour length for a member of the armed 
forces is 10,4 months. In fiscal 1964 the iverage tour length was 
13,0 months, The savings for each additional month that an average 
tour is extended have been estimated at $.2 billion/^^ 

While the ''one year" policy for personnel assigned to Vietnam 
was responsible for shortening the average tour length, the decrease 

-'"'U.S. Sewti atid World Rv^u^r/, September 13, 1971, p. 77. 

Fiscal 1970 figures from Binkin, Support Cost$ in the Defense Budget, p, 27. 
Present figures from Department of Defense new$ release, January 29, 1973. 

Department of Defenf^e news release, April 17, 1973, nnd Nm^y Times, May 2, 
1973. 

Report 92-1 38<^, pp, 72-73, 

Ibid., p. 73. One indication of the e^^calation of personnel transfer costs is that 
the Navy over<^pent its permanent change of station accounts in each of the last 
three fi«.cal year?i. The total overrun was $125 million. 
^ Binkm, Stipport Cp$t^ in the Dcfen$c Budget, p. 22. 
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in the number of pcr*ionnel trnnsftrs h»iB not kept p:ice with the 
reduced U.S. presence in Southeast AsiiS. Hence the Senate Armed 
Services Committee has recommended a reduction of 12,000 man-years 
of transient personnel tor fiscal U^73 at estimated savings of about $.1 
billion;*^ If the services begin now to extend tour lengths, there is 
no reason why they cannot be increased to fiscal 1^64 levels by fiscal 
1^75. Such an increase would result in annual savings of about $.5 
billion in t'iscal 1^73 dollars, 

Thus, closing bases and increasing tour lengths to thirteen months 
would result in annual savings of at least $1.5 billion.'^- Congressional 
committees have pointed out that additional, but smaller, savings 
could be achieved by such actions as doing away with reenlistment 
bonuses to personnel with over fourteen years of service, bringing 
pilot training into line with operational needs;^'^ increasing the reliance 
upon on-the-job training, and decreasing the cost of maintenance per 
flying and steaminj^ hour.^* The total of these smaller savings would 
be about $.5 billion and thus the total annual savings in the support 
area iould be about S2 billion in fiscal 1974 dollars. 

Procurement Congressional reductions in procurement requests in 
the first four Nixon defense budgets have been quite extensive. 
Congress has reduced the new obiigational authority requests in the 
budgets from fiscal 1^70 to fiscal 1^73 by $16.0 billion, for an 
average reduction of S4.0 billion or 5.3 percrnt. Of all the areas in 
the DOD budget, procurement has fared the worst during the legis- 
lative cycle. Reductions in this area alone have totaled $9.6 billion or 
11.^5 percent annually. The fiscal 1^73 procurement reduction was 
nearly 16 percent. Table 3-5 contains a summary of congressional 
impact on the Nixon administration's defense budgets. 

All indications are that a similar pattern of congressional activity 
will persist for the foreseeable future. Senator John L. McClellan, 

•^^ RcpH'^t "^Z-l^i^^, p. £'2. 

"-The S^SO million 'savings rrsulting irom the announcc»d base closings were 
not t^kvn into account in the fir*;! part of thifs analysis or by the admlni*itratlon 
in its projected fiscal 1^75 budget. 

'^^ In fistal 1^74 the Air Force will train 3,425 pilots for 5,313 active aircraft 
(Department of Defence nevvf* relea«ie, April 17, 1973). Ten years ago they 
trained only 1.c*75 pilots for \5,:^SQ active aircraft. Binkin, Support Costs in the 
Defence Budj^vi, p. 20. 

In final 1072, the Navy "saved" $108 million from its ship overhaul programs 
and reallocated it to other account^i. Report 02-l3B^, p» 105. 
*^''* Amounts are e«itimated from Report 02-13B^t pp. 60-81, and Binkin, Support 
Cp$t$ in the DefetiH' Budsct, pp. 16-29. 
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Table 3*5 

CONGRESSIONAL REDUCTIONS IN THE NIXON DEFENSE 
BUDGETS, BY MAJOR APPROPRIATION CATEGORIES, 
FISCAL YEARS 1970-73 

On percentages) 



Category 


1970 


1971 


1972 


1973 


1970-73 


Personnel 


3.31 


1,23 


1.06 


1.88 


1.87 


O&M 


4.28 


0.78 


1.66 


2.42 


2.29 


Procurement 


14.58 


7.65 


9.67 


15.91 


11.95 


R. D, T&E 


10.37 


4.99 


5.41 


9.22 


7.50 


Overall Defense 


7.49 


3.13 


4.02 


6.56 


5.30 



Source: Departmenl of Defense. Office of the Assistant Secretary of Defense 
(Comptroller) and Lawrence J. Korb, "Congressional Impact on Defense Spend- 
ing, 1962-1973." Paper presented at the 1973 meeting of the American Political 
Science Association, p. 16. 



chairman ot the Senate Appropriations Committee, had already rec- 
ommended that Congress reduce the fiscal 1974 defense budget by $5 
billion, and many analysts are anticipating a reduction of at least 
S3 billion for fiscal 1974;'*' If this pattern persists, severe reductions 
in the procurement area can be expected for the remainder of the 
decade. 

Before discussing which weapon systems are likely to experience 
the most difficulty in receiving funding from the Congress, two things 
ought to be pointed out. First, outlays for procurement have declined 
markedly since fiscal 1964, both in real terms and as a percentage 
ot the overall defense budget. In fiscal 1964 actual outlays for pro- 
curement were S15J billion. In fiscal 1973 the actual outlays will 
only be $15.6 billion or $10.4 billion in fiscal 1964 dollars. Ten years 
ago procurement outlays represented 31 percent of the total outlays. 
Today they represent only 21 percent. 

Second, when discussing whether or not to build certain weajjcn 
systems, one enters a realm filled with biases and value judgments. 
Unfortunately, one cannot quantify all aspects of a weapon system, 
nor can one accurately predict the future of the international en- 
vironment. Obviously, canceling any weapon system may entail cer- 
tain risks. But since future defense funds, especially those for invest- 

l or t'x»implc, ^vv Murr»w L. Wcldcnbaum et al., SUtchitt^ Necd$ nnd Rc- 
^iutn-cti (Washington, D. C; Amcrii^n Enterprise In^ititatc, 1^73, p. 21. The 
armed «icrviccs committi^en already have reduced the fiscal 1^74 procurement 
and D, T & E budgets by about $2 billion. 
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mcnt, are limited/'* every current weapon system must be examined 
carefully to see it real savings can be brought about without pre*;enting 
unacceptable risks to our national security. 

At this time there are several controwrsial and expensive weapon 
systems at various stages ot development. Lxperts within DOD and 
outside of the department have challenged the rationale for building 
many of these weapon systems, and in the 1*^72 presidential campaign, 
Senator George McCovern proposed the cancellation of no less than 
fourteen major weapon systems. At the present time, most of the 
controversy revolves around the F-14 and F-15 fighter aircraft, the 
S-3A anti-submarine warfare (ASVV) aircraft, the B-1 supersonic 
strategic bomber, the SAM-D and AVVACS air defense systems, the 
Trident submarine program and the nuclear aircraft carrier program. 

Whatever the validity of the arguments for developing and pro- 
ducing the F-14, F-15 ant' S-3A, by 1975 these programs will have 
advanced so far that no real savings could be effected by canceling 
them. Indeed, when cancellation to^ts are included, it might be more 
expensive not to buiid them. '"^ Therefore, these programs will not be 
discussed in this analysis. The same situation does noi prevail with 
the B-1, 5AM-D, AVVACS, Trident, and nuclear carrier programs, all 
of which are in an early stage of development. 

SAM-D and AWACS. SAM-D and AWACS are designed primarily 
to protect our cities against Soviet boi ^bers. But many military ex- 
perts point out the Soviet Union has only 140 long-range bombers 
with 250 nuclear warheads, and in SALT I, the U.S. has agreed to 
forego nationwide defenses of our population against 1,618 Soviet 
ICBMs with about 2,000 warheads;^^* Therefore, these experts feel, 
it is not very logical to build expensive defensive weapon systems 
against the lea^t likely and least effective Soviet threat. 

On the other hand, it can be argued that the reason the Soviet 
Union has not developed a strong long-range bomber force is that 

lot c\arr\pk\ sec L»nvfcncc J, Korb, 'The $100 Billion Thresihold; lU ImpHcd- 
lions upon the Future of the Department of Defense," Nai^nl War Collcsc 
Rcvtew, Vijy-Jum* 1<?73, pp. 

'^'^ In addilion to the canicllation cost, ^hrre i*i the cof^t of building an alternative 
weapon syrttcm, for example, substituting the F-4], which costs $4.5 million, for 
the r-24 and r-15. It should aUo be noted that fiavings discusi^ed here also fipill 
ov^r into the R, D, T & t are^. 

♦^•♦Department of State, Peace, SliUiottal Security and the Salt A^^reementit 
August 1*572, pp. 7-8, Also, the number of bombers is not expected to increase 
by 1977. 
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the U.S. has ahvays had a strong air defense system, and that failure 
to build the SAM-D and AVVACS systems will tempt the Soviets to 
build a strong bomber force, especially since bombers are not covered 
by SALT I. While such psychological arguments are impossible to 
refute, many critics point out that if the Russians do develop and 
enlarge their bomber force substantially we would not be any more 
vulnerable than we are now, because our greatest vulnerability would 
still be to the Soviet missile force, which, by 1^77, will have 3,700 
warheads,^*' Moreover, we already would have the technology to 
modernize the air defense system should we so desire. If these argu- 
ments are valid, canceling these systems and limiting our air defenses 
to a surveillance role against unauthorized penetration of U.S. air 
space and defense against light attacks could save $2.2 billion annually 
in fiscal 1973 dollars."^* 

B-1. Opponents of the B-1 raise two interrelated questions about this 
weapon system. Does the U.S. still need the triad? Are 244 B-ls, 
at a cost of S52 million each, or $12.7 billion, a necessary component 
qf the triad? 

The existing nudear force of the U.S. is based on a triad. We 
have about 1,000 land-based ICBMs, 656 submarine-launched ballistic 
missiles (SLBMs), and 498 strategic aircraft. As indicated in Figure 
3-1, this force is capable currently of launching about 6,000 strategic 
nuclear warheads and by 1977 it will have the capability to launch 
almost 10,000, Today the ICBM and SLBM can deliver 3,500 strategic 
nuclear weapons and by 1977 they will be able to deliver nearly 6,000. 

The advocates of the triad concede that the bomber force is its 
most vulnerable part. Both the bombers' launch time and time enroute 
are much longer than those of either the ICBM or SLBM.^'* Moreover, 
since SALT I limits the anti-ballistic missile defenses of the Soviet 
Union, but does not affect its already well-developed air defenses 
(SAMs or fighter aircraft), the bomber is more vulnerable than the 
ballistic missiles. At the present time the SLBMs are nearly invul- 

Department of StMe, Peace, V*ifio«a/ Security ar?4 the Salt Agreement, p. d. 

Alton Quanbeck and B^srry Blcchnian, 'The Arms Accords: Everyone Cains," 
Washini^tcift Po$t, June 4, 1972, pp. BI-B4. There are indications that subfiequeni 
to the pVefcenlatlon of the fiscal 1974 budget the administration ha« accepted 
thi^ position and that plans to buy SAM-D for C0NU5 have been dropped. 
See Edward Fried et al., Seftiuf^ Sational Pricritie^: The 2^74 Budsiet (Wash- 
ington, D. C; The Brooking Institution, 1973), p. 343. 

^•The B-I will take an average of B houri to reach the USSR. An ICBM takes 
30 minutes* and an SLBM 13 minutesi. 
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Figura 3*1 

STRATEGIC NUCLEAR WARHEADS, BY CALENDAR YEAR 

(Q$tim&t9cl in thousands) 

12 




ol i 1 I I I 

1973 1 974 1975 1976 1977 

SoiircM: U.S. Oepartment of State. P$ac$, National Security and the 
SALT AgreBments, August 1, 1972, pp. 7-8; Canter for Defense Information, 
ThB DofensB Monitor, July 1972. pp. 6-8; Eltlot Richardson, Annual Detanse 
Departmant Raport. FY 1974, April 10. 1973, p. 53; William Rogers, US. 
Foraign Policy 1972: A Raport ot tha Sacratary of Stata, April 19» 1973, 
pp. 74 and 82. 

nerable, and the ICBMs are vulnerable to the SS-9s only if they are 
hit while in their siios.^'^ 

The advocates of keeping and modernizing the bomber portion 
of the triad base their argument principally on the proposition that 
the existence of a strategic bomber force makes the defensive and 
offensive job of the Soviets much more difficult. The Soviets cannot 
put all their eggs in one basket, but must concentrate their limited 
energies and defense funds upon defending themselves against both 
missiles and bombers. 

If the triad position is accepted, another question remains. Does 
the U.S. strategic bomber fleet need the B*l or is what the B-1 will 
add to the bomber force worth the cost? At present the U.S. has 
about 500 strategic bombers, composed of about 300 B-S2 G/H, 130 

^'^The limitations on ABMa in SALT I practically guarantee that all of the 
mksile« will get through once they arc launched. 
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B-S2 D/F, and 70 FB-IU.^^ By 1^75 the U.S. will have a fleet of 
about 450 strategic bombers compof^ed of 80 B-52 D/F, 300 B-S2 
C/H, and 70 FB-lll. Thtse bombci> will be capable of carrying 
nearly 2,000 niuiear wea^nms, Bv U^80, before the introduction of 
the B-I, and with the introduction of SRAM, these planes will be 
capable of carrying about 5,000 strategic nuclear weapons. 

The B-52 D F will be operational until about IPSO, because of 
a S200 million modification program which was begun in fiscal 1973. 
The B-52 C/ H will be operational until at least 1990 as will the 
FB-III. Replacing the B-52 D/F on a one-to-one basis with the B-1, 
beginning in 1981, will give the U.S. bomber fleet about 9,000 stra- 
tegic nuclear weapons by 1^90. Without the B-1, the B-52 G/H and 
FB-lll would have about 7,000 warheads. Therefore, for the next 
15 years, without the B-1, the U.S. will have the bomber component 
of the triad, capable of delivering from 2,000 to 7,000 strategic 
nuclear weapons. 

If these arguments are accepfed and the B-1 program Is canceled 
afte* the production of its prototypes in April 1974, about $1.7 billion 
can be saved annually between fiscal 1975 and fiscal 1981/'^ 

Trident At present the most invulnerable part of the U.S. strategic 
forces are the SLBMs. By the fall of 1975 the SLBM force will be 
composed o^ ten Polaris-equipped submarines and thirty-one sub- 
marines converted to carry the multiple warhead Poseidon missile,'*' 
The average range of the Polaris/ Poseidon missiles is about 2,000 
miles. 

Development of the Trident submarine will initially double and 
then triple the range of part of the SLBM force. Plans now call for 
the construction of ten Trident submarines, each equipped with 
twenty-four missiles The Trident I missile will have a range of about 
4,000 miles and the Trident 11 about 6,000 miles. 

As discussed above, U.S. bombers are vulnerable on the ground 
and enroute to the target. The Minutem.Jn ICBM force is also vul- 

Figures on the bomber ione arc proccstird from Elliot Richardson, Amual 
Dvfcviiv Pvpattmcnt Report fV 1^7^^. April 10, 1973. pp. 53, 53-5^, and Ccntw 
hn Defense Inform^Jtion, Dcfitm* Mouitor, January 22, 1973, pp. 1-5. 

A total of billion will evrntu.illy be spent in modernizing the B-S2 fleet. 
The Dt'ff??jir \U->ttitor\ lanujrv 22, 1973, p. 5. 

A expenvlve .sUefnative, should the need for a new bomber prove com- 
pi»lling/ would be umvcT^lon of a number of already existing air force C'SAj. or 
iommrriial Boeing 747h to htand-off bombers equipped with long-range cruUc 
mis*iik>. 

Figures on the SLBM forte arc taken from Richardson, Dcfctifc Dcpttrhncut 
Report, pp. 54-57. 
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ncrablc to the Soviet SS-^ ICBM if the Minutcmrn arc altacked while 
in their siloH, But bectiuse of the present primitive state of anli- 
*iubmarinc warfare (ASVV), our SLBM fouc i*; invulnerable. How- 
ever, the Si^viets arc making great cttorts in the ASVV area and should 
they make ; breakthrough, then each of the components of the triad 
wouk* become vulnerable, 

At a cost of $12.8 billion, the Trident program is designed as a 
hedge against a Sovi*^t breakthrough in ASVV technology.*"* Because 
of its longer range, it can operate :n millions of more square miles of 
ocean than the Polarir^ ToHcidon befits. Moreover, it \vill be faster 
and quieter than our present fleet ballistic missile submarines. Thus 
the job of kuating a Trident submarine will be much more difficult. 

Initially, the Trident submarines were scheduled to begin to go 
into service in the early l<^80s, but last year the program was accel- 
erated any now Trident h scheduled to become operational in "^78. 
For at least two reasons, several experts argue against this crash 
program. First, there is no imminent danger of a giant ^^oviet break- 
through m AbVV. ScconJ, the SALT I agreement has already been 
signed and there is a possibility of SALT II within the next few years. 
If the Trident program is slowed down to its previous schedule, DOD 
can save about $1 billion annually*"* and can avoid the inefficiencies 
that will most surely result from the simultaneous dt^velopment and 
production of a weapon system. A recent General Accounting Office 
study has found that 4S percent of the cost overruns of weapon sys- 
tems are caused by trying to develop a weapon system too rapidly/*^^ 

Aircraft Carrier Program. In deciding whether or not the L.S. should 
fund three additional carriers during the fiscal 1975*81 period, four 
factors must be weigheJ, First, thf? maximum useful life of a Navy 
ship is generally considered to be thirty years. Second, the U.S. 
presently plans to maintain four carriers continually on station, two 
in the Meditcrreanean and two in the Pacific."" Third/ in oider to 



♦^Thr PoLniH proj^ram tost *ibout SIC billion and while many, for example, the 
KA\D Corpor.stion, initially au^cked its io*it cffectiv4*nci^s. no one argues now 
thM it vv»is not 4 guod Investment, 

***yuanbt'ik and Blethman, The Artu^ Accord, p. B-4, 
'**^C*(i,'i/ Llri)u^tJt ttt Major IViM^nnj Sx^^tCftt^, p. 2d. 

''^ In addition to CVN-70, which was funded in fi<ical year 1973 and 1974, 

Whether or not this is a good policy will not be considered htie. but it is by 
no means a self-evident proposition. It should be noted, however, that Senator 
MtCovern, who was not a gre^t proponent of the value of aircraft carriers or 
overseas deployment, admitted that it was neceii«ary to keep three c:i^rrlcr% on 
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keep one carrier continuously on station and at the same time to 
providt* for contingencies, training, maintenance, and sufficient time 
at home for the crew, three carriers are necessary.^'' Fourth, past 
experience has shown that it take?; about eight years from the initial 
funding of a carrier until it becomes operational 

With the decommissioning of the carrier Intrepid this past spiing, 
the Mavy now has a force of fifteen carriers. As indicated in Table 
3-6, five carriers were commissioned in each of the last three decades. 
Acc "^rding to the thirty year rule, the five carriers commissioned in 
the 1940s, that is, the Hancock, the Oriskany, and the three Midway 
class carriers, should be ready for retirement before the end of this 
decade. During this period CVN-68 (the Nimitz), and CVN-69 (the 
Ehcnhoivcr) should join the fleet. Therefore, by the end of the decade 
the Navy should have 12 carriers under thirty years of age. 



TabSe 3-6 

U.S. AIRCRAFT CARRIERS' 

Calendar 
Year 

Commiesioned 1940i ISSOi 1960i 1970i 1980i 



0 1 CVN'70 b 

1 3 
2 

3 

4 2 CVN^68 ^ 

5 2 t 1 

6 1 

7 1 1 CVN-69 

8 1 

9 1 



Total 5 5 5 2 5^ 



* Twelvd of thd fifteen aircraft carriers are strictly attack carriers; three are dual 
purpose, that is, they carry attack and ASW planes. 
^ EMimated. 

Source: Elliot Richardson, Annual Defense Department Report FY 1974, April 
10. 1973, pp. 82-83; Arnold Kuzmack, Navai Force Levels and Modernization 
'Washington, D. C; The Brookings institution^ 1971), p. 45. 



For A complete dis»cussion of this point, see David Ott et al., Nixon, McCovern 
and the Federal Budget (Washington, D. C: American Enterprise Institute, 1972), 

51 



ERIC 



LAWRENCE J. KOKU 



CVN-70, which was initially funded in the fiscal 1973 budget, 
should become operational in 1980. It will replace the first of the 
Forrestal class carriers, which was commissioned in 1950. If the 
Navy is to replace the other four Forrestal class carriers commissioned 
in the 1950s before they are thirty years old, at least three carriers 
will have to be funded by DOD before the end of this decade. 

Thus, if the U.S. intends to maintain four carriers continuously 
on station during the 1980s, a program of funding a carrier in the 
alternate years from fiscal 1975 to fiscal 1981 will need to be car- 
ried out. 

Total Procurement Savings. If all the reductions envisioned here are 
found to be consistent with existing security objectives, total savings 
in the procurement area could be $4,9 billion annually: $3.9 from 
canceling the B-l, SAM-D, and AWACS systems and $1.0 billion 
from stretching out the Trident program. 

A Summary of Possible Savings in Defense* As indicated in Table 3-7, 
if the savings discussed in this chapter in the areas of personnel, 
support and procurement are effected, about $7.3 billion could be 
cut from the FY 1975 budget. Because of inflation these savings will 
rise gradually to $7.6 billion in FY 1981. 



Table 3-7 

POSSIBLE SAVINGS IN DEFENSE, FISCAL YEARS 1975-81 

(billions of c^ollars) 



Category 


1975 


1976 


1977 


1978 


1979 


1980 


1981 


Personnel 


.3 


.3 


.3 


.3 


.3 


.3 


.4 


Support 


2.1 


2.1 


2.2 


2.2 


2.3 


2.3 


2.3 


Procurement 


4.9 


4,9 


4.9 


4.9 


4.9 


4.9 


4.9 


Total 


7.3 


7.3 


7.4 


7.4 


7.5 


7.5 


7.6 
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Perhaps no area of federal policy is of greater current interest than 
that affecting food prices, especially prices of meat. In the face of 
rising consumer discontent, reflected in the consumer boycott of meat 
in the first week of April, President Nixon imposed ceiling prices on 
meat extending back to the packer level but not including meat prod- 
ucts themselves. A review of federal programs affecting agriculture 
and agricultural prices is thus most timely. 

In this chapter, the budget outlook for agriculture is considered 
first. This is followed by an analysis of program alternatives in the 
most important area in this category and the one relevant to the 
concern over food prices — farm price and income stabilization 
programs. 



The FY 1974 Budget 

Two major program changes are proposed for agriculture in the 
fiscal 1974 budget. Direct loans made at a 2 percent interest rate 
by the Rural Electrification Administration (REA) to electric com- 
panies serving rural areas are to be replaced by guaranteed loans at 
5 percent, This will permit increased loan levels at lower federal 
cost. The Rural Environmental Assistance Program (REAP) is com- 
pletely eliminated in the fiscal 1974 budget. This conservation pro- 
gram, where the federal government shares the cost of watershed 
construction, reforestation and other conservation activities, is being 
eliminated on grounds that normal conservation activities no longer 
require a subsidy. 

The largest agricultural activity— the price and income stabiliza- 
tion programs — is currently under legislative review and may be 
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changed by 1975. In fiscal 1974 the price and income stabilization 
programs authorized by the Agriculture Act of 1970 are in effect. 

The Budget Outlook 

Table 4-1 sjummarizes the projections of outlays for agriculture and 
rural development for fiscal 1975-81, 

Activities other than income stabilization programs were pro- 
jected on the basis of population growth and inflation rates consistent 
with the basic assumptions of the AEI Long Range Budget Projection 
Model. No change in program content or scope was assumed for these 
activities, with the exception of REAP and REA. REAP was assumed 
to have been eliminated along with the direct, subsidized loans under 
REA. 

The outlay projections for income stabilization programs require 
a knowledge of demand and supply conditions for each specific crop 
for each year of the projection period. Fortunately the Department 
of Agriculture recently published a btudy ^ which estimated supply 



Table 4-1 

AGRICULTURE AND RURAL DEVELOPMENT: PROJECTED 
OUTLAYS BY MAJOR PROGRAM, FISCAL YEARS 1975-81 

(unified budget, bitllons of doflafB) 



Fiscal Year 



Program 


1975 


1976 


1977 


1978 


1979 


1980 


1981 


Farm income 
















stabilization 


4.9 


5.0 


5.1 


5.2 


5.4 


5.7 


5.8 


CCC price support 


3.9 


4,0 


4.1 


4.2 


4.3 


4.6 


4.8 


Other residual 


1.0 


1.0 


1.0 


1.0 


1.1 


1.1 


1.0 


Rural housing & public 




.4 






.4 




.5 


facilities 


.5 


.4 


.4 


.4 


Agricultural land & 


.2 


,2 


.3 


.3 




.3 


.3 


water resources 


3 


Research & other 


1.0 


1.1 


1.2 


1.3 


1.4 


1.5 


1.6 


Total outlays 


6.7 


6,8 


6.9 


7.2 


7.5 


7.9 


8.1 



Sourca: LRBF estimates. 



^ David Culver and J. C. Chai, A View of Food and Agriculture in 7980, 
Economic Research Service, U.S. Department of Agriculture, vol. 12, no. 3 (July 
1970). 
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and demand parameters in IPSO. The supply parameters were used 
without adjustments; but, given lower current estimates of birth rates 
and a lower base population figure as reported in the 1^70 census, 
the demand estimates were lowered." 

The supply and demand estimates were then used to estimate 
all required parameters- -prices received by farmers, prices paid by 
farmers, parity prices and acres to be set aside. Formulas presently 
used to calculate payment levels were assumed to !iold for the entire 
projection period and based on these formulas yearly budget costs 
were estimated for each of- the crops covered under the stabilization 
progMms. 

Program Issues: Farm Income Slabilizalion. In terms of budget size, 
the major program in agriculture and rural development is the income 
stabilization program. The rest of this chapter discusses program 
alternatives in this category. 

The revenue and expenditure sides of the federal budget have 
long contained provisions for preferential treatment to selected in- 
dustries and socioeconomic groups. For example, policier, to provide 
investment incentives and subsidies to housing have become widely 
accepted. Various supports for agriculture are among the oldest of 
such programs. Understanding the rationale for the preferences 
accorded this sector requires an understanding of the "farm problem." 

The ''Farm Problem/' The J .^mand for agricultural products grows 
relatively slowly. It is a well-documented fact that the overall income 
elasticity of demand for agricultural products is considerably less than 
unity. A 10 percent increase in per capita income, for example, will 
increase the demand for the product of this sector by perhaps 
2 percent.'^ Thus, as per capita income rises in the U.S., a smaller and 
smaller proportion is spent on agricultural products. 

In addition, the agricultural seclor has shown the highest rate 
of productivity increase of any sector in the U.S. economy. For ex- 
ample^ over the period from 1940 to 1960, output per unit of input 

^* Demand estimates were also adjusted to reflect increased exports (especially 
the Soviet trade agreement). 

Hendrik S. Houthakker, Economic Policy for ihe Farm Sector (Washington, 
D. C: American Enterprise Institute for Public Policy Research, 1967), p. 6, 
It is pof^sible that the very high income elasticity of demand for beef rsiises the 
derived income elasticity of other farm products, for example, feed grains. Of 
coufiie, the income elasticity of demand differs from product to product 
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rose 50 percent in agriculture cump.ircd to 23 percent for the economy 
4j> a whole,* 

These two characteristics of the agricultural sector combined 
to depress agricultural prices and iUiOme^, which in turn induce in- 
dividuals to leave farming. If this were a one-time occurrence, the 
market would serve to keep the rate of return, for the marginal 
produker, equal to what it u'ould be in alternative occupations. But 
since it is a continuous process and since resources do not move 
easily out of agiiculturc, incomes continue to be depressed relative 
to earnings elsewhere. In economists' terms, the low income elasticity 
of demand in agriculture causes the demand curvr to "shift to the 
right" slowly as incomes rise; but at the same time the rapid increase 
in agricultural productivity shifts the supply curve to the ngh^ much 
faster. Thus, there is a tendency for prices and the rate of return 
to fall in agriculture relative to other sectors. Over time, this is re- 
flected in an exodus of marginal farmers into other occupations. 
The market solution to the farm problem may mean persistent low 
income for a large number of farmers. 

Basts for Government Intervention. The federal government has 
intervened for almost forty years in agriculture because of political 
pressures arising from this farm problem."' The market solution to 
the problem requires difficult adjustments by individual farmers. 
There is resistance by those whose incomes fall so low as to justify 
a shift to other occupations on economic grounds. They may like 
farming and the farm way of life. They may be too old to learn new 
skills and hence have few alternatives. They may live in regions where 
local alternatives are not good. Hence, they resist and, being voters, 
they seek to have the government provide programs that will obviate 
the need for them to get out of agriculture. 

This, then, is the real basis for federal intervention. As with 
imports of foreign goods, the adjustment dictated by the marketplace 
seems harsh and cruel as it affects particular individuals. So a program 
is created to spread the transition costs to the public at large. Funda- 

^ Idward F . Denison, The Sources of EcofWtyuc Growth (Washington, D. C; 

Committee for tconomic Development, paper no. 13. 1962), p. 146, Tabic 17; 

cinii US, Department of Commerce, Statii^tiail Abstract, 1^72 (Washington, D.C.: 

VS. Government Printing Office, 1972), p. 603. Table 099. 
Another KWis for intervention would be to smooth out sharp fluctuations 
round .i trend in farm prices and incomes caused by the vagaries of weather, 

et cetera. This oftf?n confu*iedly mixed with the rationale which fixes the level 

of prices instead oi allowing the trend to develop. Since this is conceptually 

separate, it is not discussed here. 
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mentally, this is what the farm income stabilisation programs have 
done. 

The stated goal of these programs is to provide a return from 
resources in agriculture equal to the return obtained from the other 
sectors of the economy. As noted above, the market mechanism itself 
would have--and has -induced a reduction of investment in agricul- 
ture, thus tending to keep the rate of r*^turn more in line with the 
nonfarm sectors. The effect of the income stabilization programs, 
then, insofar as they have been successful, has been to slow the shift 
of farmers out of agriculture and prolong the adjustment process. 
That the adjustment process has been prolonged, and not completely 
subverted, is indicated by what has happened to the number of farms. 
From 6.4 million in 1940, the number of farms fell to 5.6 million in 
1950 and 2.8 million in 1971. The number of persons living on farms 
has fallen from 23 million or 15 percent of the population in 1950, 
to 9 million or 5 percent of the population in 1971. At the same time, 
the average si/e of a farm has risen 85 percent from 1950 to 1971, so 
that the reduction in the amount of land in farms has been small — 
about 7 percent/' 

More recently, the program has been rationalized as an anti- 
poverty program. Since pe: family income of farm families is roughly 
half that of nonfarm families/ the argument is made that the program 
serves the goal of reducing this disparity. 

Methods to Raise Farm Income. The mechanisms used to help raise 
relative farm income have varied over the years, but they have gen- 
erally reflected various combinations of two elements: (1) restrictions 
on farm output and (2) direct payments to farmers.^ Restrictions on 
output have their basis in the price elasticity of demand for farm 
products. Since the price elasticity of demand for farm products is 
generally low, an increase in price reduces the amount demanded 
proportionately less. Therefore, if output is reduced, causing prices 
to rise, the p^ercenta^e rise in prices exceeds the percentage fall in 
output. Thus the imltie of total sales of farm products is increased. 
Likewise, the net income of farmers rises, since their costs of pro- 
duction fall with reduced output. 

♦^U.S. Dep.irtini'nt of Commcrcfi', StntiBtical Abstract, 1972, pp. S84-5S6. The 
Bureau of the Ccnsu«i defines a farm as a place satisfying one of the following 
criteria: sales of at least $250 if less than ten acres, or sales of at least $50 If 
greater than ten acres. 

*See D, Gale Johnson, Ftiffft Cofiuni^dity Programs: An Opportunity for Change 
(Washington, D. C: American Enterprise Institute, 1973), p. 2. 
« Ibid., p, 30ff. 
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The gain in income for the farmer is increased when the govern- 
ment also ptuf^ him to reduce his production, as it has in the past 
decade. This payment is calculated on base yields and acreage allot-* 
ments with target support prices, and has been enough to compensate 
for income foregone for not producing (or sometimes even more). 
(For example, if output was reduced by ten uniti- at the "old" price 
of; say, $1 per unit, the payment would be $10.) Thus, the farmer 
receives a higher income both because consumers pay more for fewer 
units and because the government pays the farmer to reduce output. 

Distribution of BeneBts. As has been widely noted, farm output is 
concentrated in relatively few farms. In 1971, farms with sales of 
over $40,000 accounted for 3 percent of all farms but the sales of this 
class accounted for 59 percent of all sales of farm products (see 
Table 4-2), Since both elements in the subsidy to agriculture — the 
"price support" and the direct payments — are directly or closely re- 
lated to sales, the distribution of the income generated through the 
subsidy programs follows the same pattern as sales. The bulk of 
subsidy, whether in the form of higher prices or direct payments, 
accrues to relatively few large farmers. 

Table 4-3 shows that the distributional pattern of direct govern- 
ment payments is concentrated in the larger sales classes; 60 percent 
of direct payments in 1971 went to only 8.6 percent of all farms 



Table 4*2 

DISTRIBUTION OF TOTAL FARMS, FARM SALES. AND 
REALIZED NET FARM INCOME, BY SALES CLASS. 1971 







Percent Distribution of: 








Realized 


Sales Clati 


Farms 


Sales 


net income • 


$40,000 and over 


2.9 


59.4 


18.3 


$20.000-$39,999 


5.7 


19.2 


16.7 


$10.000-$1 9.999 


12.5 


10.8 


22.7 


$ 5.000-$ 9.999 


16.7 


5.5 


18.6 


$ 2.500-$ 4,999 


15.6 


3.0 


10.3 


Less than $2,500 


46.6 


2.1 


13.4 


All farms 


100.0 


100.0 


100.0 



• Includes government payments but excludes nonfarm Income. 

Soiirct: Calculated from U.S. Department of Agriculture, Farm lncom$ Situation, 

July 1972. Tables 1D through 6D, pp. 68-73. 



58 

/ 



AGRlCULTUKi: 



Table 4-3 

GOVERNMENT PAYMENTS: TOTAL. AVERAGE PER FARM 
AND PERCENT DISTRIBUTION BY SALES CLASS. 1971 



Silet Clau 


Total 
Payments 


Average 
Payments 
Per Farm 


Distribution 
of Total 
Payments 


$40,000 and over 


$1,085,000 


$4,289 


34.5% 


S20.000-$39.999 


781.000 


2.140 


24.8 


$ia000~$1 9,999 


569.000 


1.452 


18.1 


$ 5.000-$ 9.999 


297.000 


771 


9.5 


$ 2,500-$ 4.999 


204,000 


499 


6.S 


Less than $2,500 


209.000 


195 


6.6 


All farms 


$3,145,000 


■ $1,093 


100,0% 



Sour€«: USDA, Farm Income SttuaUon, Table 6D, p. 73. 

(thof;e with fi*ilrs of $20,000 or more). The aver*is*? payment was 
$1,093, with only 35 percent of the farms receiving at least this 
average. Farms with sales of over $40,000 received an average pay- 
ment of $4,289 while farms with sales of less than $2,500 received 
only $195. 

Charles L, Schuitze has shown that the distribution of the bene- 
fits of price raising (or output restriction}-- those resulting from higher 
prices under the farm program - is even more concentrated in favor 
of larger farms than is the distribution of direct payments^* Of the 
total increase in income due to this element in the program, some 53 
percent goes to farms with sales over $40;000 and only 2 percent to 
farms with sales of less than $2,500. His measure of the percent 
distribution of total benefits indicates that some 40,3 percent went 
to the "over $40,000" sales class, In effect, then, the price support 
programs distribute benefits in much the same pattern as direct 
government payments. 

Distribution of Costs* Under the farm income stabilization program^ 
the direct payment element is financed through general revenues. 
However, a large portion of the price support program is financed 
by consumers because production restrictions artificially increase the 
prices of farm products. These higher prices are in fact a form of 
regressive taxation- -the equivalent of a sales tax on food. It is well 

^*Chaflc<i L. Schult/c, The Distribution of FanttB Subsidies (Washington, D. C: 
The Brookings Institution, 1971), Tabic p. 30. 
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documented that families with lower incomes spend a larger propor- 
tion of their incomes on food, Thus, as a percent of their total income, 
they pay more for the price support programs than those with higher 
incomes. 

Effects on Farm Incomes and the Prices of Farm Products. How large 
an income effect has resulted from the price and income support 
program? To what extent has the increase in farm income resulted 
from higher prices paid by consumers for farm product*;? 

In 1*560, two studies examined the effect that elimination of price 
support programs would have on farm income and pricesJ'^ Both 
studies compared the income levels of farmers in the late 19505 
with the estimated levels that would be obtained in 1965, assuming 
that price support programs were eliminated. Both studies indicated 
that elimination of the support programs would have caused income 
reductions of about 40 percent. 

However, more recent studies indicate a much smaller decrease* 
An econometric model developed at the Iowa State University Center 
for Agricultural and Rural Development has been used to estimate 
that the income reduction would have been less than 25 percent in 
IPoSJ^ (In l^dO the reduction would have been only about 10 
percent.) Table 4-4 shows these estimates for selected years from 
1924 to 1P65. 

Finally, two esconomists from the Department of Agriculture 
updated an earlier study conducted by the Center for Agricultural 
and Economic Development^^ to estimate the income effects of the 
agricultural program in 1970. Table 4-5 shows these estimates for 
1970 by source of income and expense. Column (1) shows the actual 
income levels recorded by the Department of Agriculture in 1970, 

VV. Wilcox ct al.. Ecotwmic Policies for As^ricuUurc m the l^^dCB: Implications 
cf Fotir Selected Programs (Wa^jhington, D. C; U.S. Government Prlntinfe>pfflce, 
l^bO); U.S, Congre«i«f, Senate Document No. 77, fanfi Price and Incoffii^'^ Hxt^ 
icciio)i<i, jij^t'.f,5, ^ report from the U.S. Department of Agriculture and fittitement 
from the Land Grant Colleges Advif^ory Committee, 86th Congress 2nd 

••e^Mon, 1^00, 

^ ^ E. Heady, Mayer, and H. Madsen, Future farm Programs, Iowa State Center 
for Agricultural and Rural Development (Amei^, Iowa; Iowa State University 
Press, 

Reinsel and R. Krenz, CapitaUzatiott of farm Program Benefits Into land 
Values, US. Department of Agriculture, Economic Research Service, ERS-506, 
October 1972. 

^3 L. Mayer, E. Heady, and H. Madsen, farm Programs for the 1970s, Center for 
Agricultural and Economic Development, Report no. 32 (Ames, Iowa: Iowa State 
University Press, October 1965). 
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Tabl« 4*4 

FARM INCOME WITH AND WITHOUT FARM PROGRAMS, 

1924-65 

(millions of dollars) 

Net Inconw 

Vww With farm programs Without farm programs 



1924 10,854 10,854 

1940 10,209 9,479 

1950 15,193 13,763 

1960 13,772 12,504 

1965 13.853 10,599 



Souret: Heady, Mayer, and Madsen, Future Farm Programs, Table 9.17, p, 381. 



Tabio 4-5 

FARM INCOME BY SOURCE. WITH AND WITHOUT 
FARM PROGRAMS. 1970 

(millions ot dollars) 



Proltcttd 



Source 


Actual 

(1) 


Short-run 
adjustment 
(2) 


Long»run 
adjustment 
(3) 


Crop receipts 


19.636 


15,192 


16,968 


Llvestocl< receipts 


29.595 


28,280 


26,911 


Government payments 


3,717 


401 


401 


Total receipts 


52.948 


43,873 


44,280 


Less cash expenses 


33.949 


32,053 


30,100 


Net receipts 


18,999 


11,820 


14,180 


Less depreciation 


6,198 


6,600 


6.200 


Actual cash income 


12,081 


5,220 


7,980 


Plus farm perquisites 


3,632 


3,859 


3,859 


Plus inventory change 


226 


332 


332 


Net farm income 


15.939 


9,411 


12,171 



Souret: Mayer. Heady, and Madsen, Farm Programs for the 1970s, p, 3, 
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while column*! (2) and (3) shuw the e*itimatedl income levels under 
two diftercnt conditiuns. Column (2), cdkulatcd under the assumption 
that farm programs were eliminated at the beginning of 1970, indi- 
cates the short-run etteit of eliminating the farm program. It is rec- 
ognized that the farm sector will experience a period of adjustment. 
Until resources leave agriculture, output will rise sharply relative to 
demand, which will lower prices and, given the inelastic demand for 
farm products, decrease farm receipts. In the long run^ column (3)^ 
farm receipts and net income will rise somew^hat above the short-run 
level but will remain below the levels experienced under the farm 
programs. Comparing columns (1) and (3), total receipt** would de- 
crease by S8.6 billion, with $3»3 billion of the reduction caused by 
the elimination of direct government payments. The decreased con- 
sumer cost would be about $5.3 billion, a reduction of about 10 
percent. 

While it was indicated earlier that the studies conducted in 1960 
estimated much higher income reductions than those calculated by 
Mayer et aL column (2) of Table 4-5 shows that the estimates were 
actually fairly close. The 19o0 studies were basically short-run esti- 
mates, since they assumed that resources would not leave the farm 
sector over the projection period. Their estimate of a 40 percent re- 
duction in net income is approximately equivalent to the short-run 
estimates shown in Table 4-5. The most interesting conclusion from 
the most recent study is that direct government payments have had 
a larger effect on income than have price supports. Direct payments 
would account for about 90 percent of the reduction in net farm 
income were the program to be dropped, llighcr pricc$ paid by con- 
}?umcrs contribute very little to net fiirm income but nitUer are trans^ 
lated into higher production expen:^e$. Of the additional $5.3 billion 
paid by consumers in 1970, $3.8 billion was lost to higher expenses 
rather than being added to net income. The higher expenses are 
primarily a result of the inflated feed costs induced by the farm 
program. 

As mdicated above, consumers have paid higher prices for farm 
products as a consequence of the farm programs. How much higher 
depends upon the extent to which farm programs have succeeded 
in restricting output. Price support programs restrict output by re- 
quiring that farmers "set aside" some percent of their total acreage 
to obtain CCC loans. The percent to be set aside is determined by 
the secretary of agriculture and is based on estimates of demand-and- 
supply conditions. On their remaining acres, farmers are allowed 
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to grow any crop they desire. This output restriction method is in- 
effident for three major reasons: 

(!) The use of variable inputs such as fertili/cis enables farmers 
. to inireasc Jramatiially their yields per aite. Without acreage 
controls, farmers would substitute additional land for the use 
of expensive variable inputs. Thus, a reduction in yields per 
acre would partially offset the additional acres farmers would 
then be able to plant. 

(2) Since farm payments are based on historical yields for each 
farm, farmers have an incentive to incur higher variable costs to 
increase yields. 

(3) Since the programs are crop-oriented, they stabilize and 
raise crop prices and they set aside (waste) land that in a market- 
oriented situation would be used for forage production for live- 
stock. Livestock prices are not supported and are highly variable, 
which is a disincentive to raise livestock. This inefficiency has 
become seriously apparent in the past year. Per capita consump- 
tion of animal products in the first quarter cf 1^73 was only 
1 percent .higher than in 1967, while meat prices have risen 
sharply. 

For these reasons, it is reasonable to assume that if the programs are 
eliminated and planting is allowed un the large number of acres set 
aside under the present program, a commensurately large mcrease in 
output will not occur. 

The complexity of farm programs and of the agricultural pro- 
duction process makes it difficult to determine the price effects of 
the supply management phase of farm programs. However, a few 
of the studies mentioned above attempt to provide such estimates, 
Mayer, Heady, and Madsen ^* estimatpri that the total output reduc- 
tion caused by the farm programs was only about 2 percent. For the 
major crops covered under the price support program— wheats cotton, 
and feed grains - the estimated output reduction was about 5.3 per 
cent. Given* a low price elasticity of demand for farm products —in 
the range of about -.2 to the resulHnr p?;^^ increase for the 
major crops would be about 20 percent. Needless to say, these esti- 
mates are extremely tenuous. However, given the knowledge cjn- 
cerning critical demand elasticities in agriculture, a reasonable estimate 
is that eliminating the farm program would reduce prices of agricul^ 
tural products by between 10 percent and 15 percent. Thus, since 
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dbout 40 percent of focii cosls arc from farm products, if this com* 
ponent fell by lO percent, the retail cost of food would fall by 4 
percent, assuming middlemen did not absorb any of the decreased 
cost of farm products. 

However, this estimate of the percentage reduction In food costs 
applies to prices determined in a stable economic setting. That is, 
beef and other farm products would have been higher than usual in 
early 1973 if there had been no farm program all along, but not as 
high as they were. Recent world crop failures would have produced 
higher beef prices, but in the absence of the farm programs the 
increase would have been from a lowei initial level of prices. 

Pragram Alternatives. As noted above, two rationales are offered for 
the farm price and income support programs : 

(1) The programs slow the trend toward fewer farms, thus pro- 
viding relief for farmers who would otherwise be forced out 
of agriculture without attractive alternative choices. In other 
words, the programs spread the transitional costs of market 
adjustments in this sector to the public at large* 

(2) Average income prr farm family is far below that for non- 
farm families. The stabilization programs thu^ serve as an in- 
come redistribution or antipoverty program to raise the incomes 
of farm families to the level of nonfarm families. 

How well does the program perform these functions? Are the 
objectives themselves desirable? 

Consider first the argument that the long-run pressures toward 
fewer farms should be slowed In the interest of marginal farmers. 
Subsidies for the agricultural sector, either through direct payments 
or price supports, cause a welfare loss to society — thp difference be- 
tween the value of output that "marginal" resources thus kept in agri- 
culture could produce elsewhere and what they actually produce in 
agriculture. Society would clearly be bitter off if the resources were 
shifted and if the gain was more than enough to compensate the 
farmers who lost. However, there is no way of knowing whether the 
gt^in would, in fact, be. large enough. If the alternative uses of the 
"extra" resources kept in agriculture via the subsidy incentives have 
low yields — if the resources truly have limited alternative uses — then 
the stabilization program might be an improvement over a world 
without it. 

However, even if the objective of protecting marginal farmers is 
accepted, the structure of the stabilization program is not efficient for 
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this purpose. As noted earlier, the bulk of the subsidy goes where it 
is not needed — to the large efficient producers who could survive with- 
out subsidy. Clearly the incomes of marginal farmers do not benefit 
much from the program. Furthermore, a large portion of the subsidy 
is financed through what amounts to a regressive tax. 

The argument that the farm iiicome stabilization program serves 
the objective of combating rural poverty is largely refuted by the evi- 
dence discussed earlier. If anything, the program helps the affluent 
farmer, not the poor one. More important, a government program 
of income redistribution should be universal in nature, not based upon 
the classification of individuals by production. Why should it concern 
policy makers whether a poor person is a farmer, a carpenter, or a 
scientist? 

Given these shortcomings in the program, there is a strong case 
for eliminating the subsidy and replacing it with an unconditional 
grant, tied to the person, not the land. These grants could be phased 
out over, say, a five-year period. This would provide transitional in- 
come for those who would leave farming (indeed, the unconditional 
grants would provide an incentive for them to leave), and let the 
market mechanisms handle resource allocation. In addition, it would 
provide some welcome relief from high food prices, at least temporarily. 

If the programs were replaced by grants to farmers (not farms) 
and these were phased out over five years, the savings by 1978 would 
be about $4 billion annually. 



'•"^One difficulty with this propo«;al would be the capital ^l^^cs suffered by farm- 
ers who have bought farm land at prices which reflect the subsidies. Johnson 
(Farm Commodity Progr^m») estimates this as perhaps 22 percent of the total 
value of farmland in 1972. As he notes, however, a third of these capita! gains 
goes i^wners who a/e not farmers. In addition, the tax system provides partial 
relie - any capital losses suffered. The certain payment for five years would 
itseh p»4fvide an additional offset to any capital losses. 
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SCIENCE, TECHNOLOGY, 
AND INDUSTRY 

Thomas Calc Moore 



Thiii chapter examines the budget outlook and program alternatives 
in (1) atomic energy, (2) space research and technology, (3) natural 
resources and the environment; and (4) commerce and transportation. 
The programs involved in these areas cover a wide variety of activi- 
ties, from thp highly secret atomic energy program, through the run- 
of-the-mill data-collection efforts of the Census Bureau, to the rigid 
and legalistic activities of the regulatory commissions. While only 
small sums are »ipent in each of these areas— at least compared with 
defense, health, and housing— they add up to the considerable total 
of some $20 billion. More important, because of their relatively small 
size, the programs tend to be scrutinized less carefully than other 
federal activities with the result that considerable waste can develop. 

This chapter first examines each of the program categories in 
the general area of science, technology, and industry and explains the 
basis on which the budget figures for these programs have been 
projected. This is followed by a discussion, again by program cate- 
gory, of possible budget savings or program improvements. 



Budget Prolcctions 

Table 5-1 summarizes the LRBP budget projections for each category , 
under science, technology and industry. The basis for the projection 
in each category is discussed below. 

Atomic Energy. The estimates for atomic energy are built up from 
projections of expenditures for individual program categories: pro- 
duction and material management, national security, energy and 
development, research, and all others/ Of these categories only the 
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first; production and material management, is forecast by the Atomic 
Energy Commission (AEC) to grow in the period from fiscal 1973 to 
fiscal 1977. It will grow because of the increase in production of 
nuclear fuels, but the expenditure increase will be more than offset 
by an increase in revenue from the sale of enriched uranium. The 
revenue increase was projected on the basis of the AEC forecast of 
sales through fiscal 1981, assuming a real price of $32 per kilogram. 
The projection for the AEC budget assumes that any additional 
uranium enriching facilities will be constructed by private industry. 
This assumption reflects President Nixon's stated goal and AEC plans. 

The cuts proposed in the 1974 budget eliminate about $36 million 
from AEC outlays in fiscal 1974 and $67 million in fiscal 1975. It 
is assumed that the cuts, primarily in the space program, are con- 
tinued throughout the period. 

Space Research and Technology. The space budget projections in 
Table 5-1 assume that current programs, such as the space shuttle, 
the Mars orbiter and lander, and the outer planet explorative pro- 
grams, are continued as scheduled. No major new projects are 
included, but provision is made for use of the space shuttle when it 
is developed. It is assumed that the current budget ceiling of $3.2 bil- 
lion is ntaintained; permitting some modest program revisions and 
additions. 

Natural Resources and the Environment. Six of the major activities in 
this category are summarized below. 

Wafer re$ources. The fiscal 1974 budget reduced the Army 
Corps of Engineers budget by $471 million and projected a saving of 
$650 million in fiscal 1975. It also cut the Bureau of Reclamation 
budget by $123 million for fiscal 1974 and $113 million for fiscal 
1975. These cuts imply major eliminations or slowdowns of many 
projects. The announced savings for fiscal 1975 imply a funding 
level of around $1.7 billion for Corps of Engineer projects ard around 
$650 million for Department of the Interior outlays, which include, 
besides those of the Bureau of Reclamation, a number of power 
projects. The projections assume that these real expenditure levels 
are maintained throughout the rest of the decade and that Department 
of Agriculture water projects level out at about $150 million. These 
fixed real expenditure levels imply a stringent limit on outlays for 
public works. Only an administration with considerable determina- 
tion to hold down spending will succeed in keeping re^l outlays from 
rising. 
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Land management. Two programs^ those of the Forest Service 
and the Bureau of Land Management, account for virtually all of the 
outlays under land management. The proposed 1^74 budget forecasts 
savings in Forest Service outlays of $94 million and $106 million for 
fiscal 1974 and 1975, due in the main to shifting the construction of 
forest roads to timber purchasers. Since timber purchasers will not 
be willing to pay as much for timber rights if they must build roads, 
much of these savings are illusory. With growing demand for timber 
and grazing land, it is forecast that this area will grow with real GNP, 
or about 4.2 percent annually. 

Pollution Loufroi Last year the administration recommended a 
three-year $6 billion program of matching 50/50 grants for water 
waste treatment plants. Congress finally passed, over a presidential 
veto, a $24 billion program of which $18 billion was for waste 
treatment on a 75/25 matching basis. Under the Water Pollution 
Control Act Amendments of 1972, the government is committed to 
an expensive grant program, not only for constructing waste treat- 
ment plants but also for replacing combined storm and sanitary 
sewers. The administration has refused to incur obligations of that 
magnitude. It is projecting $727 million for fiscal 1973 and instead 
of $5 billion it is planning on $1.6 billion in 1974 for the 75 percent 
federal share, instead of $6 billion. 

On the basis of the administration's past pioposals to keep 
grants for water treatment plants to $2 billion, the projection assumes 
that contract authority will be limited to this amount throughout the 
rest of this decade. Given the need for more information on the 
environment and pollution, research and development is projected to 
grow at a 10 percent rate through fiscal 1981. 

Recreational resouree^^. The Office of Management and Budget 
and the administration are expecting that grants by the Bureau of 
Outdoor Recreation will level out at $300 million but that grants by 
the Park Service and the Bureau of Sports Fisheries will grow rapidly* 
The latter are forecast to expand at a real rate of 13.3 percent per year, 
their historical average rate of growth. Purchases by these agencies to 
improve and expand recreational facilities are also expected to grow 
rapidly, about 10 percent per year — which is considerably slower 
than their rate of increase from 196S to 1973. 

The fiscal 1974 budget forecasts outlay savings of $61 million in 
fiscal 1974 and $46 million in fiscal 1975. The projection used here 
assumes that the level of outlays on recreational resources has been 
permanently reduced by about $50 million, of which $40 million is 
in the form of reduced grants* 
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Other natural resource pro^rautii. Expenditures on other natural 
resource programs, mainly geological surveys, investigations, and 
research, have been growing at the real rate of 8 percent per year from 
1965 to 1973. These expenditures are small and are mainly for data 
and information collections. It has been assumed that the S percent 
rate of increase continues* 

Propnictary receipts. Proprietary receipts consist mainly of rev- 
enues from outer continental shelf leases and royalties, sales of 
timber, sales of power, and other mineral leases. The Geological 
Survey projected the revenues from outer continental shelf leasing 
through 1978. These estimates were extrapolated here on the assump- 
tion that the revenues would grow in real terms at an average annual 
rate of 4 percent through 1981. Revenues from other proprietary 
receipts were forecast to grow with GNP, or 4.2 percent in real terms, 
from the fiscal 1974 budget estimates. 

Commerce and Transportation. The nine activities in this category 
are summarized below. 

Air transpor4ntiofi, The Federal Aviation Administration (FAA) 
has projected revenues from the airport/airways trust fund, expendi- 
tures on various aviation programs, and FAA total budget authority 
through 1980. The budget authority has been adjusted for inflation, 
with the exception of the airport grants component, which has been 
held constant at the $295 million ceiling set by Congress. The 
projection assumes that National and Dulles airports will be sold and 
that Congress will not appropriate the growing surplus in the trust 
fund. 

Coa$t Guard, In the middle of fiscal 1973, the Coast Guard 
was directed to reduce its projected outlays for that fiscal year by 
$92 million or 11 percent, thus reducing expenditures to about 
$730 million. The administration's budget for fiscal 1974 contains 
only a 3 percent increase in outlays for the nation's oldest sea service. 
Since the Coast Guard's budget authority for fiscal 1974 is 2.7 percent 
below its anticipated outlays, and since its acquisition authority is 
almost 50 percent below that of fiscal 1973, this analysis projects 
a number of lean years ahead for the service and foresees its outlays 
remaining below $1 billion for the remainder of the decade. 

The projection for Coast Guard outlays assumes a level of 37,000 
active military and 6,000 permanent full-time civilian employees and 
an expansion of its maritime safety and environmental protection 
programs, particularly in the area of detecting, containing, and 
cleaning up oil spills. Retirement pay costs will rise substantially 
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—by over IS percent in the fiscal 1975-81 period— as the number 
of retirees increases, A slight decrease in the number of selected 
reservists to 10,000 is foreseen, and no funds are provided for state 
boating safety assisitance after June 1, 1*^76, when the current legisla- 
tion expires. 

To offset the greatest portion of maritime safety and environ- 
mental protection, and of the rising costs of personnel, both active 
and retired, expansion, construction and research projects will be 
reduced, efficiency will be improved, and drastic cuts will take place 
in other areas of Coast Guard responsibility. At least three ocean 
stations in the Atlantic and one in the Pacific will be phased out, at 
least fifteen coastal rescue stations will be closed, at least thirteen 
high endurance cutters and four buoy tenders will be decommissioned, 
and several overseas and domestic Loran A stations and light stations 
will be shut down. 

Water transportafioft. The merchant marine program actually 
hai two elements: ship construction subsidies and operating subsidies. 
The first of these is based on a program of multiple ship construction 
that is intended to reduce costs and subsidies. The maximum allow- 
able subsidy is scheduled to fall from 41 percent in fiscal 1973 to 
35 percent by fiscal 1976. With increases in the cost of ship construc- 
tion, it has been assumed that the real value of the ship construction 
subsidy will rise to about $400 million in 1975 and then level out at 
$450 million for the rest of this decade. This assumes a constant 
dollar subsidy of about $15 million per ship for the 30 ships per year 
to be built. The ship operation subsidy is forecast to grow at the 
slow real rate of 2 percent per year. 

Ground transportatiofi. The administration has requested that 
$800 million of the highway trust fund be made available to urban 
areas to be spent either on urban highways or mass transit fa» 'Uties. 
Another $625 million from the fund is allocated for a rural transp ♦la- 
tion program, which could conceivably be used for rural mass transit 
but more likely will be spent on arterial noninterstate routes. Some 
$2.6 billion is planned for the interstate system. 

The projection used here assumes that further receipts of the 
highway trust fund will be spent, either on highways or mass transit. 
This has not been the pattern in recent years. Counting 1974 receipts, 
the trust fund will grow to over $11 billion by the end of fiscal 1974. 
With a $4.4 billion appropriation in 1974, the bac^dog of unappro- 
priated monies will be about $6.7 million by then, up from about 
$2 billion at the end of fiscal 1970. It has been assumed here, though, 
that no further buildup in unexpended balances will be permitted, 
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For AMTRAK it a^^sunicd that the annual federal subsidy 
will continue to run at about $50 million, Another $60 million per 
year i*^ projected for railroad research and other railroad projects. 

Postal Scrvkw For the postal service, it 15 assumed that the 
'"publit-needs-servicc" subsidy will decline as projected in the legis- 
lation establishing the corporation. A declining transitional subsidy 
for fiscal 1975 and 1976 is also assumed. Together, these subsidies 
are projected on a current basis, In addition, the subsidy to the blind 
is estimated to grow at the real rate at which outlays have increased 
for the post office from fiscal 1965 to 1«571 -about 4.7 percent, 

AiiviViccmcnt of bu^ihicss. Programs for the advancement of 
business have been growing rapidly since 1965. These programs 
include statistical and census services, international trade and travel, 
minority business. Patent Office, National Oceanic and Atmospheric 
Administration, National Bureau of Standards, Small Business Admin- 
istration, and Federal Deposit Insurance Corporation (FDIC). With 
the exception of FDIC expenses and receipts, these outlays have 
been growing at an average annual rate of about 4.2 percent in 
real terms and are projected to continue at this rate of growth. 

Area mtii rc^^ional ticvclofnucfif ndniinistrtifion. The administra- 
tion proposes to phase out the Economic Development Administration. 
While no exact timetable has been announced, it appears from the 
data that this program will have run out by 197S. The administration 
also proposes to eliminate federal funding of regional commissions 
on the ground that stites should bear that cost. It has been projected 
that all funding for tnat program will be eliminated by fiscal 1976, 

The Appalachia program has been reasonably constant in recent 
years and seems likely to continue that way. The Bureau of Indian 
Affairs has also shown little growth. Therefore, both these programs 
were projected to remain roughly constant in real terms. 

Rc^ulatioK of busifWBB. Outlays for the regulation of business 
have grown modestly since 1965, primarily <|ue to a rise in govern- 
ment salaries. It is forecast that these outlays will continue to grow 
at a real annual rate of 2.6 percent per year. 

Profiriefiny reccifH$. These small receipts from numerous pro- 
grams have been forecast to grow with real GNP, or about 4.2 percent 
per year. 

Program Alternatives and Possible Budget Savings 

The sections that follow discuss possible program changes and 
budget savings in the area of science, technology, and industry. 
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Alternatives have been developed for those programs which benefit 
special groups, for those programs which might more appropriately 
be handled by state or local governments, and for those cases where 
it appears that the program's stated objective either cannot be, or is 
not being, met. The changes outlined will, of course, be controversial; 
no one can be expected to agree with all of them. However^ it is 
hoped that this discussion will help the public and decision makers 
to think through the implications of continuing these programs. 

Tab! . ? summari;£es the impact that adoption of program 
changes would have on budget outlays. The net savings would be 
substantial about $7 to $9 billion between fiscal 1975 and 1981, 

Atomic Energy, The AEC estimates that by fiscal 1977 it will be 
spending over $1.3 billion on national security, nearly half of it for 
weapons production and surveillance. Given the large stockpile of 
nuclear weapons, these expenditures seem excessive. Without examin- 
ing highly iltissified data on the extent of the stockpile and the 
purpose of the new weapons production, a firm judgment on specific 
program improvements or cuts cannot be made. It does seem 
desirable, however, for the President to look to this area for sub- 
stantial savings. 

One possible means of generating a more informed nuclear 
weapons program would be to alter the procurement process. Cur- 
rently, the AEC builds all atomic weapons at its own expense and 
makes them available to the Defense Department at virtually no cost. 
As William Niskanen has suggested/ requiring the Defense Depart- 
ment to purchase any nuclear weapons and to pay for its existing 
inventory would create a more efficient use of resources and possibly 
lead to considerable savings. 

Space Research and Technology. As with most basic research, it is 
impossible to forecast all the eventual benefits from the space pro- 
gram. Whatever benefits that result will lie in the area of new 
technology and greater understanding of the laws of nature and the 
universe. However, most but possibly not all of these benefits can 
be secured by an unmanned space program. Thus, the role of man 
in space is undecided, with advocates of manned space activity 
pointing to the much greater flexibility of man over machine and the 
advocates of unmanned space probes pointing to lower costs. The 



* Structural Reform of the Federal Budget Proce^B (Washington, D, C; American 
Enterprise Ins,titute, 1973). 
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recent »jchlevemenls of the astronauts in Skylab have pointed up 
the flexibility of man but have not closed the argument. 

From this perspective, NASA's most costly and controversial 
program is the reusable space shuttle* The agency estimates the cost 
of research, development, and testing of this system at $5.15 billion. 
About $1 billion will be needed to refurbish the two initial orbiters 
and to procure three more. About $1,9 billion will be needed for 
ground facilities at Kennedy Space Center and Vandenburg Air Force 
Base, for development of a space tug, and for purchase of expendable 
rockets for high'-orbit satellites before the tug is built. NASA 
estimates that the use of the shuttle instead of the currently used 
"throw-away" launch systems will save about $11.7 billion between 
1979-1990 (12 years) if 5S1 missions are carried out. 

The gains from the space shuttle depend on the number of 
missions, the actual cost of developing and constructing the shuttle, 
and the cost of using existing hardware to put payloads into orbit* 
For example, if there were only 500 launches (about 40 per year), 
which is more in line with past rates, and if a 10 percent discount 
rate is used, any overrun in costs of more than 7 percent would 
make the benefit/cost ratio less than one. 

The president of the Institute for Defense Analyses in the fall 
of 1971 chaired a group to advise the President's science adviser, 
Edward E. David, Jr., on the shuttle project. His assessment of the 
project was negative. He wrote, 'Trudent extrapolation of prior 
experience would indicate a 30 percent to SO percent overrun/' ^ Such 
a rise in costs would convert an expected cost saving for the entire 
project into an increase on the order of $1.3 billion to $2.3 billion. 

This project is obviously important to NASA, since it provides 
the only means to keep a manned space program. As a consequence, 
NASA may be overly optimistic about the success of the program. 
Costs of developing the hardware are likely to be underestimated. 
The number of launches is likely to be overestimated; at least, it is 
unlikely that budget consider^itions will permit the expansion in 
launches NASA foresees in the 19S0s. Even NASA agrees that the 
main justification for the shuttle is to keep a role for man in space. 
Budget officials and the President will have to decide how much 
it is worth to have a manned space program in the 1980s. All things 
considered, it seems unlikely that in the long run this program will 
save resources for the economy. It is more likely that the cost will 
be $1 to $2 billion to ensure a role for man in space. 



^National Journal August 12, 1972^ p. 1Z9S. 
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The projected budgetary savings from eliminating the shuttle 
project, which become negative (in other words, they become added 
<o^H) in 1^80 and (sinci the shuttle will be unavailable), are 
made assuming no co!5t overruns and a t'orly-mission-a-year model 
tor ^97^, logo, and 1^81. Any cost ovt^rruns would make the savings 
larger in early years but this would offset by larger administration 
baseline expenditures. If the number of NASA and Defense missions 
was larger than forty per year for the last three years (1988-1990), 
eliminating the shuttle system would add even more to budget outlays 
in 1980 and 1981. 

Natural Resources and the Environment. In this area, significant 
savings are identified in the two categories of water resources and 
pollution control 

Wafer resources. The major agencies dealing with water re- 
sources are the Army Corps of Engineers, the Bureau of Reclamation, 
and various power and water authorities such as Tennessee Valley 
Authority (TVA), Bonneville Power, Southeastern Power, and South- 
western Power. 

Any evaluation of the projects of the Corps of Engineers and the 
Bureau of Reclamation would require a detailed evaluation of the true 
economic benefits and costs of each project, In general, past studies 
have been strongly biased towards a favorable cost/benefit outcome 
through the inclusion of questionable benefits (for example, new 
business relocated in the area) and underestimates of the costs 
(especially environmental factors), as well as by the application of 
too low a discount factor for evaluating future benefits. Many 
observers believe that few, if any, of the existing projects could have 
been justified under an appropriate set of assumptions. However, 
since many of them are substantially completed, the benefits they 
will produce are likely to be greatly in excess of the remaining costs 
of completion. Thus, it would be wasteful not to complete those 
that are substantially finished. 

Table 5-3 lists the Bureau of Reclamation programs that are 
sufficiently close to completion (over 40 percent) that abandoning 
them would probably be wasteful, though it is possible that certain 
parts of some could be eliminated. 

The Bureau of Reclamation is projected to have outlays of 
approximately $437 million in fiscal 1974. By fiscal 1975, it should 
be possible to cut spending in half. A $250 million level in 1975 
would permit funding of the projects listed below to continue 
($153 million), plus nearly $100 million for continuations or phaseouts 
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Tibt* S-3 

BUREAU OF RECLAMATION PROJECTS 
OVtR 40 PERCENT COMPLETED 

(thou mntis 01 dollars) 

Appfopriation Ptrctnt 
1974 Rtqulred to Cempfattd, End 
program Approprtition Complatt of F[»cal 1973 

Colorado riverfront 



work and levee system 


762 


9.711 


76 


Central Valley Project, 
California 


46.925 


864.549 


61 


Fryingpan'Arkansas 
Project 


31,207 


172,640 


43 


Chief Joseph Dam 
projects 


7,725 


5,128 


47 


Drainage and minor 
consiructior 


3,291 


39.479 


96 


nsriaDIMIailon anu 

betterment projects 


5,661 


25.478 


55 


Columbia Basin 
Project 


31.083 


1.061.989 


46 


Pick-Sloan Missouri 

Basin Program 
Transmission division 
Drainage and minor 
construction 


8,348 
3,201 


55,024 
11.244 


83 
97 


Upper Colorado River 

Storage Project 
Curecanti unit 
Transmission division 
Lyman-Wyoming-Utah 
San Juan-Chama 
Drainage and minor 
construction 


5,925 
2,777 
1.649 

1.7.^7 

2.602 


23.975 
60,762 
6,168 
22.151 

32.625 


74 
67 
68 
73 

89 


Total 


152.893 


2.390.923 





Sourct: Budget of th0 United States Qovernment, Fiscal Year 1974: Appendix, 
pp. S82-S83. 590. 

of other particularly worthwhile projects. In fiscal 1976 this sum 
could be reduced to $200 million and by fiscal 1977 it could be cut 
to the level of continuing the above projects or approximately 
$150 million. Further cuts to around the $125 million level should be 
feasible for the years 1978 through 1981. 
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While difficult to do politically, additional resources could be 
saved by selling Bonneville Power Administration. This system could 
be sold to a consortium of power companies, to one power firm, or to 
one or more public systems in the area, or set up as a new er^erprise 
(I kc COMSAT). Basically, there is no economic justification for 
'cdt ownership or operation of any power system. In addition, any 
suwK L/stem should cover its costs through revenues. Even if federal 
public power systems are kept in government hands/ no additional 
federal money should be invested. Any new resources needed could 
be raised from the public by the authorities if Congress authorized 
such bond sales. 

Power rates should be raised to cover costs so that in the long 
run these systems would not require any federal funds. From a 
budget efficiency point of view, therefore, the government could 
save all the projected outlays for Bonneville l^ower Administration, 
Alaska Power Administration, Southwestern Power Administration, 
Southeastern Power Administu^tion, and the Tennessee Valley 
Authority. 

Under current administration programs, the Corps of Engineers 
water resource programs were forecast to reach $1.7 billion in 1972 
dollars by fiscal 1975 and remain at that level for the rest of the 
decade. In the 1974 budget, there are about 250 construction projects 
listed, of which thirty-five are for navigation, thirteen for locks and 
dams, nine fer beach erosion control, seventy-five for flood control, 
eighty-five for reservoirs, and thirty-one for multipurpose projects, 
plus an assortment of other projects. 

Like Bureau of Reclamation projects, there is no way to judge effi- 
ciently the merit of all corps programs, but there would seem to be 
little doubt that many of them could not have been justified under 
an appropriately done cost/benefit analysis. In addition, some could 
be paid for by the beneficiaries by levying tolls on users of navigable 
waterways, by requiring harbor or port authorities to cover the 
expenses, or by securing payments from communities and states 
which are the beneficiaries. 

All in all, net outlays could be cut to around $300 million. This 
would provide funds for general investigations, general expenses, 
flood control for the Mississippi River and tributaries, with around 
$130 million left over for other worthwhile projects. However, it 
probably would not be economic tp reduce support to this level 
by 1975. At curre- : expenditure levels, about one-third of the 
projects could be finished in fiscal 1975 or 1976. By 1979, it should 
be possible to reduce costs to $300 million. 
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The Soil Conservation Service of the Department of Agriculture 
conducts river basin surveys and investigationfi, watershed planning^ 
and^atershed and flood prevention operations. The latter program 
results in the greatest outlays; the fiscal 1974 figure was projected 
to be about $111 million. These programs largely duplicate Corps 
of Engineers activities. In addition, there is little evidence that, on 
any properly estimated cost/benefit analysis, these programs are 
warranted. In the absence of such evidence, an appropriate policy 
would be to phase out these programs. By fiscal 1975, all river basin 
surveys and investigations and water planning should be able to be 
completed; by 1978, all watershed and flood prevention operations 
should also. 

The Orfice of Water Resources Research gives grants to the 
states for state universities or colleges to conduct water-related 
research, and it also funds other water research projects. It would 
be more appropriate if research in this area were funded by the 
National Science Foundation, which could then objectively compare 
the value of these programs with other research projects. 

Pollution control Pollution results from the common property 
aspects of the environment. Since no one ''owns'' the atmosphere, the 
oceans and rivers, and even most lakes, no one has an appreciable 
incentive to protect their quality, and it is impossible to develop 
a market for them. With an almost zero cost to the polluter of 
disposing of wastes in a river or in the atmosphere, both public and 
private agencies attempt to minimize their costs by dumping un- 
wanted by-products into the environment. As increasing amounts 
of wastes are imposed on the environment, the ability of the environ- 
ment to process them into nonharmful form is overtaxed and 
pollution results. 

The federal government has attempted to deal with this situation 
by imposing regulations on discharges and by partially financing 
treatment plants. This has resulted in the construction of quite a 
number of treatment facilities, but water quality in a number of 
areas continues to deteriorate. In response. Congress has authorized 
more money and is requiring stricter regulation. 

A more efficient way to deal with the problem of water pollution 
would be to make public and private groups pay for disposing of 
wastes in rivets and lakes. One efficient scheme would be to sell 
''effluent certificates" that would authorize the owner to dump certain 
quantities of wastes into a river basin. The total amount of wastes 
that the certificates would authorize could be set to achieve whatever 
quality of water the public desired. The certificates would be 
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auctioned off to both public and private entities. It would even be 
possible for a private conservation organisation to purchase some 
of the certificates to reduce the level of wastes disposed of and thus 
improve water tjuality. 

Such a plan would provide a strong incentive for communities 
as well as private firms to clean up their waste in order to avoid having 
to purchase eftluent certificates. It would also mean that court suits 
as to the feasibility of achieving some given reduction in effluents 
would no longer be relevant. If a firm could not reduce its pollution, 
then it could simply buy a certificate, albeit at a high price. 

Water pollution abatement provides external benefits. The 
construction of a sewage treatment plant may benefit downstream 
communities and water users more than people in its own area. Some 
sharing of the burden of constructing treatment plants seems desir- 
able, but if the federal government shares a fixed portion of the cost, 
say 75 percent, then a community would invest in abatement to the 
point where it would save $1 on effluent certificates for the local 
marginal dollar in abatement. But if the community spends $1 on 
abatement, the federal government under this formula must spend $3. 
So effluent reduction worth $1 to the river basin would be achieved 
at a $4 total cost— a clear waste. Either the federal government 
should subsidize the costs of certificates and treatment facilities 
equally or it should subsidize neither. 

All things considered, there would seem to be no more reason 
for subsidizing municipal treatment plants than for subsidizing a 
private firm's abatement activities. In either case, such a subsidy 
might induce the water treatment authority to substitute capital, 
which is subsidized, for labor, which is not. This line of reasoning 
suggests that, notwithstanding the externalities, all government grants 
for pollution facilities should be phased out as soon as existing 
contracts have been completed and that no new contracts should 
be signed. 

Other programs of the Environmental Protection Agency, such 
as research and development, abatement and control, enforcement, 
et cetera, involve areas of clear federal responsibility in that there 
are substantial externalities in carrying out these activities. Thus^ 
research and development in pollution control is not very profitable 
for either private industry or for individual states or communities. 

Commerce and Transportation* Five of the major activities in this 
category are summarized below. 

Air tnm^iportdfion. An appropriate air transportation policy 
would require that users pay the costs of the system attributable to 
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their use. The Department of Transportation (DOT) is currently 
conducting a study to allocate costs among the sectors of the industry 2 
commercial, private, and military. Until this study is completed, 
it will be impossible to draw firm conclusions as to the burden that 
should be placed on each type of user. 

As it is, commercial and private users in total are expected to 
cover 44 percent of costs in fiscal 1975 and 65 percent in 19S0. 
Clearly, military useri which account for 21 percent of traffic handled 
by the Federal Aviation Administration (FAA) do not account for 
56 percent of the costs, nor does it seem likely that they account for 
as much as 35 percent of the costs. Also, there is widespread agree- 
ment by economists and informed government executives that general 
aviation — or segments of general aviation — are not paying their sh ire. 
In fiscal 1974, general aviation is expected to contribute about 7.5 per- 
cent of revenues going into the airports/airways trust fund, while in 
the past they have accounted for 17 percent of the total flights 
handled ^y the FAA. 

It is argued by general aviation users that they do not require 
the sopiiisticated FAA equipment provided in most airports and 
contribute le^s to the total costs than would be indicated by a count 
of flights. On the other hand, general aviation planes are slower 
and so may take up more time nnder the direction of flight controllers. 
On net, it is not possible to make an allocation without a thorough 
study* 

Many FAA expenditures, however, are purely ^subsidies to 
local airports. Such programs as airport grants and facilities and 
equipment as well as some operating expenses should appropriately 
be paid for at the local levcL Local funds could be raised from higher 
landing fees, peak time fees, airport head taxes, and if necessary, 
local subsidies. Thus, if airport grants ($295 million) were eliminated, 
and facilities and equipment ($295 million) were paid for locally, some 
$590 hiillion would be saved every year through 1980. 

While good data are not available, it seems reasonable to assume 
that some segments of general aviation are not paying their share. 
Even though the general aviation share is unlikely to be as high as 
the 17 percent of the traffic they account for, it must be higher than 
the roughly 7.5 percent they arc contributing. Assuming their share 
should be 50 percent higher and assuming that the military share 
is equal to 20 percent (approximately the proportion of traffic they 
account for), the local airport share in 1975 would be about $800 mil- 
lion or about $210 million over the sum of equipment and grants. 
This assumes that the only portion of the air transport system to be 

83 

ERLC 



THOMAS OAl i: NfOOUl 

paid for by the general public is that portion accounted for by the 
military. Actually this sum, which in 197S is estimated to be 
$392 million, should come out of the military budget. The rest 
should either be covered by higher fees and taxes on users, especially 
general aviation, or paid for by local airport authorities. 

Water transpwrtatiofh The express purpose of the merchant 
marine program — ship construction and operating subsidies — is to 
increase national security by insuring the availability of U.S. flag 
merchant ships manned by U,S. nationals and by guaranteeing 
sufficient work to U.S. shipyards to keep them in operation with 
trained manpower. 

Consider the desirability of a U.S. merchan. marme. Only about 
11 percent of U.S. foreign commerce is currently handled by U.S. flag 
ships. In times of national emergency, the U.S. would have to depend 
on vessels manned with foreigners to carry our trade. During the 
Vietnam War, foreign ships were eager to carry our military supplies 
to Southeast Asia. Great Britain depends on foreign seamen to man 
its merchant vessels. In all, the United States would not appear 
to be purchasing any real security with the operating subsidy. 

In 1971, there were 1,478 U.S. flag merchant vessels*'' of which 
an average of 187^ were operated under subsidy. Assuming that 
subsidized vessels employ a proportional share of merchant marine 
seamen, eliminating the program would reduce employment by less 
than 4,000 out of a total of about 30,400. The dollar saving would 
be about $250 million in 1975 and about $282 million in 1981. It 
would not eliminate the U.S. flag merchant marine as long as the 
Jones Act protected intra-U.S. shipping from competition. 

The other half of the merchant marine program supports the 
construction of merchant ships in U.S. yards. U.S. costs are about 
twice foreign costs, and if it were not for the subsidies and various 
laws restricting coastal shipping to U.S.-built and operated ships/ 
little ship building would be carried on domestically. The need 
to have U.S. yards producing ships is open to question, however. 
For considerably less money, foreign ships could be bought — in fact, 
about two ships could be purchased abroad for the cost of building 
one here, doubling the potential merchant fleet. 

The ship construction subsidy is often justified on the ground 
that it is necessary to keep U.S. yards operating and to keep trained 
workers so that in time of emergency ships can be produced to 

U.S. Department of Commerce, Statistical Ab$tract of the U.S., 1972, Table 957, 
p. 577. 

^ fiscal 2974 Budget, Appendix, p. 260. 
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augment the merchant marine. This argument is not completely con- 
vincing. It seemsAinlikely that any major war would last long enough 
to permit the construction of new ships — if they were needed. On 
the other hand, if the resources were used to purchase foreign-made 
ships, twice the number could be secured and mothballed ready for 
almost immediate use. Moreover, if the war situation permitted 
the construction of new vessels, the remaining yards could be rapidly 
expanded. Under the pressure of World War U, U.S. shipbuilding 
capacity was expanded fourteenfold from 1939 to 1943.^ 

During 1970, the construction of no more than seventeen ships 
was subsidized, while some forty-nine commercial vessels and 108 
naval vessels were being constructed. This subsidized production 
was no more than 11 percent of production. Schultze^ reported (in a 
discussion of the 1971 budgrt) that only 7,500 workers are normally 
employed building subsidized merchant vessels out of a labor force 
of 110,000, In any case, eliminating the program would reduce 
construction and labor by only about 10 percent, at a saving of around 
$400 to $450 million (in 1971 dollars) per year through 1980. 

Crourui trattspwrtafion. Substantially all expenditures in this 
area except for a small but rapidly growing mass transportation 
program are for highways, especially the interstate system. The 
administration has proposed converting part of the highway program 
to an urban transportation grant program and another part to a 
rural transportation program. 

^ Urban mass transit in most cases involves few if any nonlocal 
externalities. In other words, there is no economic justification for 
individuals not living in a metropolitan area to pay for any such 
program, in most cases, revenues from the completed system are 
expected to be considerably below costs — in some cases below 
operating costs. 

The prime justification for constructing mass transit systems is 
to reduce urban traffic congestion. Here the evidence suggests that 
the program will be a failure as any temporary reduction in traffic 
congestion quickly generates sufficient new auto travel to recreate 
the congestion. Thus a mass transit program is likely in most cases 
#to be a subsidy program for certain urban commuters who live 
within easy walking distance of a rapid transit stop. Since such 
individuals are likely to have higher than average incomes, the 
program is likely to be regressive. 

•'^Charles SchuUze et aL, Setting National Priorities: The 1971 Budget (Wash- 
ington, D. C: The Brookings Institution, 1971), p. 176. 
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The highway program is now financed by taxes levied on high- 
way users. The justification for the trust fund approach is that the 
beneficiaries are paying for the program. If these sums are used 
to pay for other programs, then such a taxation scheme must be 
compared on efficiency and equity grounds to some more broadly 
based revenue raising program. While other excise taxes, such as 
those on alcohol and tobacco, are used for general revenue^ their 
justification lies in taxing undesirable consumption that has negative 
externalities. Moreover, taxes on alcohol and tobacco bring in a 
negligible proportion of general revenue. Tax experts consider excise 
taxes as regressive and unfair compared to a general tax such as 
the income tax or a possible value-added tax. Thus there would 
seem to be no economic justification for taxing highway users for 
nonhighvvay purposes and any cutback in the size of the highway 
program should lead to a matching reductio*^ in highway taxes. 

Along with many other programs, there has been a tendency to 
federalize the construction of highways* While there is a valid role 
for the federal government to play in providing for a strong interstate 
system, local and state roads should primarily be a state responsibility. 
As a consequence, an efficient allocation of federal moneys (not 
necessarily a politically possible allocation) would involve a cutback 
ir» the federal highway program to a level sufficient to cover the 
remaining cost of the interstate highway system. At the same time, 
highway taxes should be reduced proportionately so that the remain- 
ing federal highway receipts just cover the cost of finishing the 
interstate system. 

In the railroad area, the federal government should abandon 
its efforts to maintain uneconomic passenger transportation. The 
National Railroad Passenger Corporation should cut back its service 
or raise its prices until its revenues equal its expensed rather than 
j depend on the general taxpayer. The highspeed ground transporta- 
tion research program also seems unwarranted in that, if highspeed 
ground transportation were an economically viable project, private 
interests would do the research and development. Dropping the 
highspeed ground program and the federal subsidy for passenger 
transportation would have reduced the Wdget in fiscal 1974 by 
about $121.3 million. 

Postal Service. Congress has see*^ fit to require the post office 
to maintain uneconomic rural post offices and services. For this 
purpose, the Congress has expressly authorized a government subsiay. 
An appropriation has also been authorized to enable the post office to 
offer subsidized services to blind individuals. Using the post office 
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to transfer income to the blind and to rural individuals is inefficient. 
If such people are to be aided, dikect grants arc more appropriate. 
Moreover, any such programs, especially the publ'c service subsidies^ 
lead to a waste of resources and economic inefficiencies. 

From an economic efficiency point of view, the post office 
should be run as a private corporation with at least some profits 
earned on its operations, To ensure an economically efficient postal 
service, elimination of the postal first class monopoly is essential. 
Only competition or the very real threat of competition can force 
an institution tha^ operates under the rule of long-established custom, 
such as the post office, to change in a major way. Gross subsidization 
and bureaucratic procedures will disappear only when they cannot 
be maintained. 

An efficient allocation of post office expenditures, therefore, 
would imply the elimination of all government aid and financing 
of the system. While it would seem dubious that this could be 
accomplished in a very short period of time, a gradual phaseout of 
government aid over a five-year period would be practical Thus 
20 percent of the subsidy has been eliminated in fiscal 1975, 40 percent 
in fiscal 1976, and so on. By 1979, federal aid would be entirely 
eliminat'^d. 

Advancement of busifWBs. The advancement of business area 
is made up of numerous small programs, some of which seem to 
have questionable merit. In many cases the government provides 
services to businesses that they should pay for if they want them. 
The disaster loan fund administered by the Small Business Admin- 
istration, for example, reduces or eliminates the need for private 
insurance and private efforts to reduce the severity of natural 
disasters. By lowering the risk to individuals and firms of living or 
locating in disaster-prone areas, it leads to greater losses from 
natural occurrences, 

The federal government not only sponsors and encourages small 
businesses but singles out for special consideration minority business 
in the minority business development program (costing $65S million 
in fiscal 1974). While discrimination against blacks has been very 
harmful in the past and many injustices have been done, the govern- 
ment should remain "color blind." Aid to minoritv business should 
be handled on the same basis as aid to any small business irrespective 
of the race, religion, or sex of the own or entrepreneur. 

The National Bureau of Standards has recently inaugurated a 
new program to foster technology (costing $8 million in fiscal 1974) 
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by providing incentives to private industry. Such a program distorts 
resource allocation and is wasteful. 

Nearly one-third of the outlays in this area are for Appalachian 
regional development, of which most are for the construction of 
highways and access roads in that area. Since, if such roads are 
desirable, they should be built by the state, this part of the program 
could b^ phased out. At the rate these roads have been Hnished or 
are projected to be finish^ in fiscal 1973 and 1974 (that is, 150 miles 
per year), it will take about four to five years to finish the approved 
projects. 

Appalachian vocational education facilities should also be phased 
out as a special regional program, and demonstration health programs 
also seem questionable for this special region. Such projects are 
partly covered by other federal programs. To the extent that 
additional health benefits are provided there that are unavailable else- 
where, they should be eliminated. Supplements to federal grants-in-aid 
are also provided. While such supplements may be desirable for poor 
states, singling out Appalachia, which includes nonpoor Pennsylvania/ 
for special help is unwarranted. 

The only part of the Appalachian regional development program 
that seen^S worth keeping is that dealing with mine area restoration. 
This is a problem confined mainly to Appalachia, and while it could 
be argued that it should be dealt with at the state level there are 
externalities that cross state borders. Hence, keeping this program 
as worthwhile although it might be folded into the programs of the 
Bureau of Mines. 

The Bureau of Indian Affairs (BIA) is spending approximately 
$5,000 per Indian man, woman, and child. As is well known, how- 
ever, many Indians are still living in abject poverty. Some restructur- 
ing of the Indian programs seems called for. The exact nature of 
such a program cannot be specified without considerable study. 
Therefore the BIA programs have been continued at their current 
level, although it may be desirable to spend more or perhaps it might 
be even better to give every Indian a grant of, say, $5,000, and turn 
title of the reservations over to the tribes while closing out BIA, 

The goal of the Economic Development Adn^nistration (EDA) 
was to stimulate economic growth and employment in those regions 
"laggingijehind^e growth of the Test of the country. Behind this 
goal was the notion that all sections of the country should grow 
together. But this implies no shift in resources from one point to 
another. Clearly, in a dynamic growing economy resources must 
shift to p nduce efficiently the good^ and services the U,S, economy 
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demands. Thus, the goal of EDA was basically to frustrate the 
movement of resources out of some regions into others* While there 
may be a need for income support programs for immobile resources^ 
for example, older people, frustrating the movement of other re^^ources 
can only reduce economic growth for the economy as a whole. 

According to a study made by GAO, EDA has been singularly 
unsuccessful in achieving its primary goal, although it managed to 
find "depressed areas" with "worthwhile" projects in all fifty states 
and five territories. The projects included such items as county jalls/ 
community buildings, fire stations, village halls, community centers, 
et cetera. 

This program was obviously popular since it provided money 
for all sections of the country. Traditionally ''pork-barrel" projects 
involve rivers and harbors, but this program extended the possibilities 
to landlocked communities and permitted . iditional types of projects. 
The administration proposed in the 1974 budget to phase out this 
program entirely. 

Federal funding of regional acti«-.. planning commissions was 
designed to aid specific re^^'ons that rue across state boundaries. 
While not involved so mucli in traditional pork-barrel projects, the 
benefits of these commissions go to »he locai legions and should be 
supported by them. The 1974 budget has phased out federal funding 
for these commi* sions. 

Regulation v^f hu$inc$s. It can be argued that regulatory cfom- 
missions do more harm than good. However, no cuts in their budgets 
have been recommended, The cost of regulation in terms of budget 
impact is small. Consequently, if the agencies were to be abolished 
or significantly cut, it should be on other than budgetary grounds. 

Conclusion 

In the area of science, technology, and industry, adoption of the 
program changes discussed here could produce net savings of about 
$7 billion a year for the rest of the decade. Given the debate over 
budget priorities, such changes would seem to warrant serious 
consideration as a significant contribution to "freeing up'' budget 
resources for other uses. More important, many of these changes 
should be adopted even if there were no budget pressure because 
the programs bring no identifiable public benefits. Other more 
efficient solutions are possible at much lower budgetary cost. 
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The Congress hereby declares that the general welfare 
and security of the Nation and the health and living stan- 
dards of its people require housing production and related 
community development sufficient to remedy the serious 
housing shortage, the elimination of substandr»rd and other 
inadequate housing t! ough the clearance of slumc and 
blighted areas, and the realization as soon as feasible of the 
goal of a decent home and suitable living environment for 
every American family, thus contributing to the develop- 
ment and redevelopment of communities and to the advance- 
ment of the growth, wealth, ^and security of the Nation. 

This idealistic sentence is contained in the preamble to the Housing 
Act of 1949. More than two decades later, a large portion of the 
progr*,ms motivated by such sentiments are alleged to be in such 
disarray that they were suspended prior to the issuance of the 1974 
budget. What went wrong? Has the pursuit o( a noble goal led to a 
major fiasco, or has the President been too hasty in suspending 
programs which face only minor difficulties? 

Major program changes are also proposed for community devel- 
opment« The administration proposes to eliminate urban renewal, 
model cities, and other programs, and fold them into a special urban 
revenue-sharing program. The community action program would also 
be eliminated. 

This chapter deals with these major program issues in the area 
of community development and housing. First, however, the budget 
outlook implied by the Hscal 1974 budget is discussed. 



The Budget Outlook 

Table 6-1 summarii:c«i projcited outlays for community development 
anJ housing, luscU on thf st.itUH of iIu-hc programs in the fiscal 1974 
budget. 

Table 6-1 

COMMUNITY DEVELOPMENT AND HOUSING: 
PROJECTED OUTLAYS UNDER ADMINISTRATION BUDGET, 
FISCAL YEARS 1975-81 

(unified budget, billions oi dollars) 

PfOSir«m 1975 1976 197 7 197B~ 1979 ~~ 1980 1S8 1 



Housing payments 


2.3 


2.7 


2.7 


2.6 


2.e 


2.4 


2.3 


Urban special 
revenue sharing 


2.4 


2.4 


2.3 


2.3 


2.3 


2.3 


2.3 


Other 


0,7 


0.6 


0.9 


0.9 


1.0 


1.0 


1.1 



• Includes outlays . for past commitments for programs absorbed by urban 
revenue sharing. 
Sourca: LRBP estimates. 



For purposes of projecting these outlays, it was assumed that 
housing payments; programs will remain suspended through the 
1970s. Outlays were assumed to pe^k in fiscal 1976 at a level slightly 
below commitments already made. After that, it is very difficult to 
estimate the rate at which payments will decline because of increases 
in the incomes of subsidy recipients. It was assumed that the pay- 
ments under the Sec tion 235 program will decline fastest because 
mortgage payments tend to be fixed in money terms. The rate of 
decline is assumed to be 10 percent annually after a peak of $430 mil- 
lion in fiscal 1970. 

Theoretically, outlayti under the rental assistance programs could 
rise or fall in the future since the subsidy depends both on market 
rent and tenant income. The former will rise with inflation and the 
latter will be affected both by the rise or fall in income of individual 
tenants and by changes in the mix of tenants when people move out 
and are replaced by new tenants with higher or, more likely, lower 
incomes. In making the projections of Table 6-1, it was optimistically 
assumed that tenant contributions would rise more absolutely than 
market rents and that after reaching a peak of $700 million in fiscal 
1976, rental assistance payments would decline somewhat less than 
5 percent per year. For low-rent public housing it was assumed that 
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operating subsidies vvculd be controlled somewhat more rigorously 
after fiscal 19^4 and would rise only with the inflation rate. 

AU of '.hese assumptions are highly tenuous and probably ei** 
in that they are too optimistic. The budget itself reflects the wide 
margin of possible error by stating that the cumulative value of 
future payments will be between $57 and $82 billion. All that can be 
said u that t!te assumptions made here are consistent with that wide 
range, 

For revenue sharing, a constant money value of $2.3 billion is 
used for the long run and outlays for existing commitmentf for 
absorbed programs are assumed to disappear by fiscal 1977, For 
agencies that make direct loans and that buy and sell assets, it is 
assumed that net outlays will be zero throughout the remainder of 
the 19705. Actual behavior will vary with conditions in mortgage 
markets and it is recognized that in particular years large inflows or 
outflows could occur, causing these projections to contain significant 
errors. For those other programs where there has been no explicit 
statement of policy changes on the part of the administration, outlays 
were allowed to grow either at the estimated rate of vvage increases 
or at the inflation rate, whichever seem<?d more appropriate given the 
nature of the program. 

Program Issues in Housing 

What did go wrong with the hcning programs? Can they be 
restructured to avoid the criticisms leveled at them, or Is the problem 
more fundamental that is, is there something inherent in subsidy 
programs of this tyj^ that makes success elusive? 

In attempting to answer these questions, an obvious place to 
begin is to question the goal itself. Should the nation give a high 
priority to diverting resources away from the production of things 
like food, clothing, defense, and other items ^ and toward the pro- 
duction of houses? While this is a question of utmost importance, 
it will be reserved for later discussion. For the moment, the housing 
goal will be accepted and the suspended programs will be judged 
according to their effectiveness in equitably increasing housing invest* 
ment, however wise or misguided this goal may be« 

< Some might djkim thai ofherwi^ unemployed retfourceti will be used to produce 
homes. Even If thU were true-^and It \u doubtful^the decision to use unem- 
ployed reHOUfccH in produce houf*es Implies foregoing the opportunity to u§e 
those resources to produce other things. 
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If! thh context, it is cofUvmicd Iwrv that the problems with the 
housing p^ro^mnu are indeed serious, and that major reforms are 
required. To support this contention, each of the most important 
suspended programs .vill be examined in turn. 

Suspended Housing Programs 

A number of activities in this area are summarized below, ending 
with a discussion of possible new approaches. 

Homeownership Assistance. Section 235 of the National Housing 
Act provides subsidies which lower mortgage, tax, and insurance 
payments to either 20 percent of the owner's adjusted income or to 
the payment necessitated by 1 percent interest payment on the 
mortgage, whichever implies the lower subsidy. Income is adjusted 
by deducting S percent plus 0300 for each dependent. In fiscal 1974, 
it is estimated that 503 thousand units will be under paymcn; and 
cumulative contract authority commitments will total $444 million. 
Because there is a long time lag between the date that the government 
is committed to a contract and the date at which subsidized owners 
move into their dwellings, outlays for the program have not reached 
commitment levels and will probably continue to rise until fiscal 1976, 
even though the programs were suspended January 5, 1973. Since 
mortgages are subsidised for up to thirty years, the nation is com- 
mitted to an enormous long-run fmancial outlay under the program. 
Theoretically, the burden for this one program could exceed $10 bil- 
lion, but in fact, it in ^aite certain *hat the burden will be lowered 
significantly because subsidy levels will be reduced as the incomes of 
recipients rise. The Department of Housing and Urban Development 
(HUD) estimates that on an average, subsidies will actually be paid 
between eleven and fourteen years,* rather than the maximum of 
thirty years. Sfill, this represents an enormous commitment for a 
program when we have little solid knowledge about its effectiveness 
in increasing the supply of housing. Obviously, some of the 503,000 
units now under payment would have been constructed without the 
subsidy, but there are no accurate estimates of what proportion* 
Since families at the low end of the income ^cale cannot afford 
homeownership even with a 1 percent interest rate, the Section 235 
program is primarily for people of moderate means. In the fourth 

* V.S, CofigfC'^v, House oi Ri^pre«ienlative«», tiUDSpacC'Scicftce-Veterans Appro^ 
priatiom for 1^73, Hcaringj* bi^fore a Subcommittee on the Committee on Appro* 
prlations 92nd Congress, 2nd irefifeioni 1972, p. 111. 
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i|UJitcr oi 1^71, the mcdwn income of a^^sistpd owners was $tV309 
M\d only 3>.^ pctLeni of assisted families had incomes less than 
S4,0C0/^ while more than 10 percent had incomes greater than $7,000. 
Lven farriilieii with incomes over $10,000 per year can continue to 
receive some sort of assistance at recent market rates of interest, but 
initially most of the funds must be used for individuals whose income 
does not exceed 135 percent of the maximum income allowed families 
admitted to low-rent public housing. 

Since 135 percent of the income eligibility for low-rent public 
housing comes tlose to the median family income in many localities, 
about 40 percent of the U.S. population is technically eligible for 
some sort of subsidy.* Obviously, Congress has no intention of 
funding subsidies for more than a small portion of those eligible and, 
therefore, the subsidies have had to be rationed and allocated to a 
small portion cf those who qualify. Consequently, a large portion of 
the eligible population, who are not lucky enough to receive a 
subsidv, find theniscKes paying taxes to help finance a subsidy that 
enables people with equal or sometimes greater income to live in 
houses more luxurious than the excluded population can afford. 

It f/n's fiiudiVjioitid iiicqnify wJticf: cnsf.*? ihc mo$f doubt on 
f/:c vro^rnm, If cnu I iorrc^fcti i^nh/ by a rndical reform. Either 
•funduv, levels would have to be increased enormously to serve the 
entire eligible population - an unlikely event given current budget 
stringency or the basic structure of the program would have to be 
totally altered to focus the available funds on housing the poorest 
members of society. 

In examining the equity of the program, it is important to note 
that the recipients of funds arc not the only beneficiaries, nor arc the 
taxpayers financing it the only ones injured. Recently, the Section 235 
subsiuics have only been available to personw* -purchasing new houses- 
The total stoik of housing suitable for modevate-income families has 
been increased more per dollar of outlays than would he the case if 
subsidies were also available to purchase existing dwellings. Because 
of the resulting increase in the supply of homes, prices of existing 
houses may have been lowered from what they might otherwise have 
been. Consequently, moderate-income families already owning homes 
have suffered a capital loss while those contemplating the purchase of 

Moss.igi* trt^m the President ot the United Sttitr^, FourtJt Annm^l Report on 
\i7f.s'»h?; llou:^ifi^ Cnuil< {Wa^hinRton, D. C: U.S. Government Printing Office, 
1^72), p. 29. 

* Mevsiigc* from flu* TrcsiJent of ihc United Sl^Jtes, Third Annual Rcp^i^rf otj 
SiUionnl ( VV*ishington, D. C: Government Printing Office, 

1971), p, 2^. 
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an existing dwelling tor the tirst time have benefited; even though 
they do not rean\*e a subsidy direwth'. In short, the iii^fribution of tJic 
hc}:cfit^ .vui tlic Juin^i d^r.c bu f/a* .'^n/i^/if/i'.^ die very iOniplicntcd 
iUiicCii. ijr.d t!:r i^iilu eejtiii}} i-i>!;//n^/\>): tJiiit the ri'^n/f ;^ very Jikclxf 

Aside From being inequitable, the program h^i*^ also been ineffi- 
cient and susceptible to fr.nid. This problem is of a diifcront order of 
magnitude from the problem of its basic inequity, because it ean bo 
ameliorated by malving sniall changes in the program's technical struc- 
ture, Nvhereas impnnemenls in equity require ^ more radical reform. 
The tendency toward inefficiency results, in part, from the fact that 
the subsidized owner pays onlv 20 percent of his income toward the 
mortgage reg.irdless of the \alue of the house unless the interest 
rate hns been lowered to its minimum of 1 percent. Consequently, 
for example, a S22,000 house ^.osts him no more than a $21,000 
house, or in other words, the builder can add $1,000 to the cost of 
the house without anv protest on the part of the buyer. The extra 
SI, 000 mav be a complete waste, in which case the collusion of 
a ionupt or incompetent appraiser may be necessary to defraud the 
government, but it can also be wasteful in a more subtle manner. 
The extras may actually have a $1,000 market value and thu. they will 
be approved by tho appraiser, However, the owner may have little 
need for the extras and would never contemplate buying them at the 
market pri^e, Consequently, the government spends money presenting 
a gift to the owner that provides him with little utility. The tendency 
toward this sort of waste is limited by two factors. First, there is a 
maximum on the value of the house eligible for subsidy. The program 
as administered features varying mortgage limitations related to local 
levels of cost. This sets an upper boundary on the amount of waste 
possible in each subsidized dwelling. Second, the owner will have 
some incentive to economise if he thinks that his income will either 
rise suffii iently in the future to eliminate the subsidy or fall enough 
to make the I percent interest payment binding, 

In fact, a large proportion of the owners arc at the 1 percent 
"limit, iMid for the poorer members of the subsidized population, 
mortgage insurance and tax payments can often exceed 40 percent of 
income This has led to a high and rapidly increasing default rate 
as buyers attracted by low down payments find that they cannot 
really ^^iovii the monthly expenditures. It should also be noted that, 
while the owner at the 1 percent limit has an incentive to economize, 
his choice is often limited by government regulations which specify 
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certain characteristics that the hout^e irxwt possess in order to qualify 
for a subsidy. 

noted before, the problem of waffle can be reduced greatly, 
If not eliminated, by giving the buyer more of an incentive to econo- 
mize and more of a choice in the selection of a house. The buyer's 
opportunity to economize is limited because he cannot specify to the 
builder exactly what he likes or dislikes. Moreover, there is no 
incentive to economize if the buyer's payment is determined solely by 
his income. Rather than have him pay a fixed proportion of his 
income, the government could offer something like a ^0 percent 
subsidy to the eligible population for the first \ dollars of the mort- 
gage payment, 50 percent for the next y dollars, and 10 percent for 
the next /. dollars. By choc.:^4ng \, y, and z appropriately, the govern- 
ment could ensure that tho typical buyer would be responsible for 
either ^0 or 50 cents of each extra dollar of expenditure on the house, 
and then the buyer would have a much greater incentive to identify 
and protest wasteful expenditures. Obviously, the problem would 
not disappear entirely, because whenever the government pays a 
portion of any cost, there is some incentive for waste and some 
possibility for collu...on between the buyer and builder to defraud 
the government. However^ the sort of scheme suggested above would 
greatly reduce both the incentive for waste and the gains from 
corruption. 

While the efficiency of the program might be improved by 
making relatively minor changes in its technical structure, it must be 
reemphasized that the equity of the program will remain in doubt as 
long as some of those who legally qualify cannot be served because 
of a lack of funding, Whenever a subsidy is rationed, there is oppor- 
tunity for corruption and unwarranted favoritism on the part of those 
in a position to choose the few w^ho will become the recipients of the 
government's largess, even if the program is otherwise structured 
efficiently. 

Rental Assistance* Two major programs subsidize renters. The rent 
supplement program and the Section 236 program lower rent pay- 
ments in a qualified dwelling to 25 percent of the tenant's income, the 
latter by subsidizing the mortgage of an owner of a multifamily 
dwelling, (The net mortgage interest rate cannot be lowered below 
1 percent,) To qualify for the former, a tenant's income must be 
lower than that required to enter low-rent public housing while the 
latter is available to anyone earning less than 135 percent of that 
amount. The families served by both programs tend to be somewhat 
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poorer th^n those rcLCiving Section 2S5 assif;t*ifue, but they also 
tenu to havt- fewer ^.hiidren. ' Often, the two program*; are combined 
m a so-called pif,j;ybavk arrangement. Rent supplements are thus 
paid to tcnanti. living in Section 23o dwellings where otherwise a rent 
payment of 25 ju^rcent of their incvwe would not be sufficient to 
provide for a 1 percent interest payment on the mortgage. In fiscal 
1974, cumulative contract authority commitments will total $241 mil- 
lion under the rent supplement program and $527 million under 
Section 23o assistance. However, outlays will never quite reach these 
levels, because tenants generally end up contributing more in rents 
than anticipated in the contracts. 

The rcfitid a^i^ii^ftvicc pro^riinjt couftiiti f/u' <itmh' iicficicncicti 
iffflicti^is:^ tin' JiiVucoii'Jicr<hip pro<irtVU, Only a snji?// porfiou of the 
Wi<<i7^^^ popiihaiivi n\-eivci^ ^ttlK^^iiiiCi^ tvui Jiiitcc the prog^rnm^^ arc 
ifiCi]nitiib!c, They are also ineft'icient in that for most tenants their 
rent depends solely on their own income and not on the quality of 
the dsvelling. Hen^^c, they have no incentive to protest against wa*"ie- 
ful 4.onstruition expenditures. 

In addition, the costs of muitifamily subsidized construction are 
raised artificially by a variety of government regulations. One of the 
most important is the Davis-Bacon Act, which in effect forces the 
builder to pay union wages whether or not his work force is 
unionized. Another problem results from requirement^^ that the mix 
of tenants display economic di^'ersity, Since it is often hard to 
induce the rich to live with the poor, the economic viability of some 
projects has been threatened. 

Low-Rent Public Housing. This type of housing is owned, or leased 
and operated, by loc*il housing authorities. The federal government 
makes annual contributions toward servicing this debt and it will also 
subsidize operating costs sufficiently to lower the tenants' rent pay- 
ments to 25 percent of their income. In addition, the local housing 
authorities are eligible for direct loans to tide them over while they 
are raising their own capital, and interest payments on their bonds 
are exempt from federal income taxes, thus allowing them to borrow 
at low interest rates. In fiscal 1^74, cumulative contract authority 
committed will total $i.t> billion supporting 1,7 million dwelling units. 

Aaron has commented that public housing has acquired a "vile 
inuge" over the years, but notes that low vacancy rates and long 

For ,1 iii»t«illcd *inkilvsis the distribution of the *iubsidy p.iy me nt*^, ^cc Henry 
A*iron, t^hi'Itcr dfui iiiil^rijivi^ iW*ishington, C; The Bfooking^^ Institution, 
1972). Ch^jptcr cspcLially Tabic a-h 
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waiting list*^ indicate that they provide better living conditions than 
the alternatixes available to very low income famihes.** Given the 
deplorable condition** faced by perf^ons with extremely low incomes 
in the tilums ot our largest cities, this may not be much of a com- 
pliment. However, in this case it is darigerous to generalize. Experi- 
ence has varied greatly from city to city— from those in which 
low-rent public housing was barely habitable or actually unin- 
habitable to those in which fairly pleasant surrounding? were pro- 
vided to the poor. 

The low-rent public housing program has the advantage of 

focusing aid on those who need it most -the desperately poor. Still, 

only a small portion of those eligible are actually aided (about 10 per- 
cent), and the program therefore faces the same problem of equity 
faced by the homeownership and rental assistance programs. 

A major probletn for the public housing -program has resulted 
from the rapid growth in the operating subsidy. The subsidy has 
grown rapidly for two reasons. First, the Brooke Amendment limited 
tenant payments to 25 percent of tenant income in order to achieve 
comparability with the rental assistance programs. Second, the 
federal government covers all operating costs in excess of the result- 
ing tenant contributions and there is, therefore, no incentive for local 
authorities to economize. Aaron suggests that a subsidy limited to 
some portion of costs would ameliorate this problem somewhat, but 
this would imply a cutback in federal aid to the project, which they 
could not recoup through rent increases because of both tenant oppo- 
sition and the Brooke Amendment. Some technique for compensating 
authorities would have to be found. Perhaps a formula could be 
devised which would oH'er an annual lump-sum payment plus a share 
of the operating deficit, but it would be difficult to devise such an 
arrangement which both has a low budget cost and is satisfactory to 
the local authorities. 

Other Housing Programs 

While the programs discussed above we e suspended in January 1073, 
and this suspension has considerable merit because of the serious 
deficiencies in their structure, a number of important housing pro- 
grams wcit retained, even though they are, if anything, less equitable. 
The discussion now turns to an examination of the major programs 
which are still in force. 



Aaron, i^hcUi-t iind t^uh:iiiiit''^, p. 103. 
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Ja% Prelm'nc€§ for Homeowners, The most important housing sub- 
sidy program Joc^ no! appi'ar in the budget *it alL It results from the 
tavoruble tax treatment ai^v warded to the income trom investments in 
owner-occupied housing. U suJi invc^tmens were treated the same 
as inve^tment^ in mo^t other assets, income would be defined to 
include the gross leturn on the house, represented bv the rent pay- 
ments that wen- ^.ned as a resuh of ownership, less the expenditures 
related to the investment (mortgage interest, maintenance, deprecia- 
tion, and rtMl e-^tate taxes). In other words, an investment in an 
ovvner-iViupicd house would bv treated just like an investment in a 
house whiih is rented to others. 

Under the existing tax system, the return on an investment in 
an owner-occupied house is allowed to go tax free. This alone would 
i,\\or housing o\ er other investments, and homeowners over renters, 
but in additiiUi, tax deductions are allowed for some of the expendi- 
tures related to the investment, nanu'ly mortgage interest and prop- 
erly taxt's. 

Corrt'Uing this anomaly w^nild be difticult technically and 
pohtically. To put renters and honuxnvners on an equal basis, it 
would be necessary to estimate a rental value tor each owner-occupied 
house and it would obviously be difficult to do this equitably." At 
the same time, deductions would have to be aliow^ed for expenditures 
related to the investment. However, a giant step forward would 
result from eliminating the deduction of mortgage interest and real 
estate taxes. This would have the effect of allowing the net return 
c^n owner-occupied housing to be tax free^ whereas the present system 
actually causes the iotM return to the owner to be higher than that 
on comparable tax-exempt in\et;tment. 

While it is doubtful that such a reform w\iuld be contemplated 
by a rational politician, it is difticult to overstate the inequities in the 
present system. Because the value of a tax deduction depends on a 
person s marginal tax bracket, the housing investments of the rich are 
subsidized at a much higher rate than those of the poor. Put another 
way, the poor must pay higher taxes in order to subsidize those who 
live in more luxurious houses. This makes the situation even worse 
than that described earlier for the low and moderate income housing 

' It Jt>fH' in the United Km^^viom tor many vtMf*, but it wns dropped several 
\4Mr- in rf-.ponst' to ihv pf.utKal diHicultics which It created. It should also 
bt' thM \hv V S. ta\ ^\ ^tcm allow** a dcdiulion iot interest paid to finance 

pufihasf^ ot iiMisunitr dijrablt's, liovvever, depreciation is typically a larger 
proportion the Ko^i of ir.vnin^ a consumer durable than it h of owning a 
hini^'O, and theretore the tax deduction is jeiatively less important to the cost of 
uwnership. 
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subsidic*; in vvhiwh there is probably *i transfer from both poor and 
rich to that small number of low and moderate income families 
fortunate enough to receive i»\pliiit subsidy. Another indirect effect 
of the property ta\ deduction is that, all other things equal, the 
wealthy suburbs find it easier to tax and to provide a high level of 
public services than do the poorer central cities. 

As noted previously, the tax subsidy to owner-occupied housing 
represents our most important housing program. Pechman and Okner 
estimate that at 1^72 income levels tax liabilities would be increased 
S^xy billion if net rent were taxed and the mortgage interest and 
real estate \ax dedu^^tions were eliminated.^ This compares to fiscal 
1*^73 obligations under the low and moderate income subsidies of 
Sl.S billion (SI. I billion in fiscal 1^74), About three-quarters of the 
S^^.o billii>n inirease in tax revenues would be payable by taxpayers 
earning more than $15,000 per year.^* 

If net imputed rent were not taxtd 1'Ut the property tax and 
interest deJui titans were elimin^ited. tax revenues would rise by 
roughly $4 billion 4>r about 40 percent of the amount gained by also 
taxing imputed rent. This would still be sufficient to finance an 
expanded federal housing program for the poorest members of 
society, but the desirability of such a program will not be examined 
until laterJ*' 

Guarantee, Insurance, Lending, and Secondary Market Programs* 

Beginning in the l*530s, the federal government undertook a large 
number of programs to reduce the risk of investing in mortgages. 
These can be divided into two broad chesses. First, there are the 
programs of the Veterans Administration (VA) and the Federal Hous- 
ing Administration |FHA), which reduce default risk by either 
guaranteeing or insuring the mortgage for the lender. The govern- 

^ rent J" ilt'hnfil .i** it vvouki be ior ^ bu^'lnc*-**. See lo^icph A. Pechman ^ind 
neniamin A. Oknvr, "liuiivi Jii.i! huomo T.i\ Frusion by Income Cb«»ses/' 
The itPfh'Hij,. of huichil >ul't^uiy !^yos^nvu>, I'.S, Congress, Joint Fconomlc 
Committee i VN\tNhin>;ton, D, C: U S, Cinvernment Printing Office, 1972), pp. 13- 
\0. The revenue estim.ite^ ♦isvumc that ail of the other ta% reform** advocated 
by [ViHm*in lUu) CJkner were »iNo adopted, 

Inwi^mo js defined u^in^ the cxpandii^d ta% base estim^ilcd by Pechman and 
Okner, ibid., p, ,^4. 

^•*n should be noted \hM our total U\ system .i!so distorts investment piSttern^ 
in fentjl proj t'Uif^ .nul prmidi**^ speua! advanttigc* to inve*»tmcnts fn subsidized 
rent.il ptoper!ii'»> lor .1 more detailed discussion of this «ind related matters, 
see AiiriMi, ^Itt-lttn tinti ^ah^ititvii, Ch^ipier 4 and Chapter 8, pp, 140-141, Also, 
see A.uon, ' Jntume T.ise'* *ind Hou'^tn)*/' AmcfictVt Ecofiivtiic Review f vol, 60 
(December HrO), pp. VB^-SO^, 
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mcnt ihargcs fees or insurance pivnvums for most of thc^e programs, 
but the relationship between the fee and the actuari«^/i value of possible 
losses varies greatly from program to proj;ram» ?^ome imply signifi- 
tant subs'.^ies while other programs h»ne au emulated substantial 
reserves over the years. Aaron estimates that, on average, FHA and 
\'A programs provided a net subsidy in l^'oo, the present value of 
whiih is $141 million. Of this amount, oxer ^0 percent was received 
by people earning between $4,000 and $o,000 per year," Since that 
time ettoris hnve been made to make the FHA programs more 
progressive, for example, the high risk program, but these efforts 
have been plagued by defaults. 

Second, the government has created financial intermediaries and 
secondary market institutions, such as the Federal National Mortgage 
Association (FNMA) and the Federal Home Loan Mortgage Corpora- 
tion (KHIMC), to reduce the liquidity risk associated with mortgages. 
Nominally, these institutions are government-sponsored private insti- 
tutions, Praititally, this means that they are owned by private 
in\c'tors, L ut they receive a slight subsidy in the form of a line of 
credit from the U.S. Treasury. 

Because these programs are partially financed by fees or are 
privately administered, they do not impose a significant budget cost 
on the federal government* However, they are e?^^tremely important 
to the allocation of resources. By making mortgages much more 
desirable investments, they have undoubtedly drawn significant credit 
flows away from other sectors of the economy J ^' Consequently, their 
budget costs are only a pale reflection of their gross social costs in a 
full employment economy, as measured by the reduction in economic 
activity in the sectors whiih have been deprived of credit as a result 
of the housing programs. 

These programs have expanded very rapidly in recent years. 
The Farmers Home Administration, the FHA^ and VA expect to have 
insured and guaranteed about S170 billion of mortgages in fiscal 1974 

''Hfiiry A.irun, *feJi»r»il Housing Subsidies" in Tin* Economics of Fvdvral 
Siiht'hijf rroi^rtvn^, Tart 5, V3. Hm^n^s^, Joint rcononiic Commillce {Wa^h* 
in^tfcin, D, C ; U.S, Covemmt^nt Frinting Office, 1^71), p, 535. 

Tor »i tlisiUKHion of the theory of these rredit programs ^nd for references ♦o 
the reiev.int liter.ittire, stv Rudolph C. Tenner ;jnd William Silbef/ 'Tcderal 
HouHjPi; Credit l*rogmm*»: Costs. Bi'nefits, and InteMction«i/' The EcofwmicB of 
FetU'ftil SuJ^iiifiu Pfi-^^^rivn^, US, Congrens, Joint Fconomlc Committee (Wash- 
ini;{un, D, C. ; U.S. Government Printing Office, 1072), pp. 0eO-&75. Jt is assumed 
in this disiU^^Hion th*it the skiving** riste remain** relatively unaffected by changes 
in fi-k .ind the f»ite of return. Therefore, Increa^^ed credit flowii to one wtor 
imply reduied credit flows to some other sector. If the programs do Increa^ (he 
siivinfis rate, then they also draw j»ame resources awv^y from consumption. 
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4i!^ compared to $145 billion in fiscal In addition to the pro- 

grams which reduce the risk of mortgage invcstmentSi there are a 
number of direct lending programs. The largef^t is the Farmers Home 
Administrationr which H supposed to tocus on low and moderate 
income borrowers, but more than 50 percent of the borrowers earned 
more than $6,000 per annum in 1»»70. Smaller lending programs are 
administered by the VA, In addition, the government exerts some 
influence over FMMA and FHLMC to become net purchasers or sellers 
of .nortgages in order to stabilize housing markets. Needless to say, 
this can sometimes conflict with their role as secondary market 
institutions. 

Possible New Approaches. While the old approaches to housing are 
clearly fraught with weaknesses, it is extremely difficult to contem- 
plate any major reform which would not also add significantly to the 
federal or state and local housing budget. Although significant 
federal ^lavt^g^ could be generated by eliminating the tax deductions 
for mortgage interest and property taxes and these could be reallo- 
cated to more sensible programs, this seems beyond the realm of 
political plausibility, At the same time, outlays on the suspended low 
and moderate income subsidies will continue to rise for several years, 
because of commitments to continue a high portion of these pay- 
ments for several decades, In fact, projected outlays in fiscal 1981 
will still exceed those made in fiscal 1974, even though new com- 
mitments were suspended in January 1973. Conse^ently, any 
federal reforms must be contemplated for the very long run unless 
taxes are to be raised or budget resources are diverted from other 
areas, For this reason, the reforms discussed are not costed out, 
since they would have little or no budget impact for the last half 
of the 1970s. 

Before suggesting any specific reforms, it is appropriate to 
return to the question of whether or not the housing goal itself is 
desirable. The enabling legislation sets a goal of a ''decent home and 
suitable living environment for every Americ4?n family/' The woros 
"decent" and "suitable" are sufficiently ambiguous to allow wide 
latitude in making them operational, but as reflected in past policies, 
the major aim seems to have been to increase housing consumption 
generally without regard to the distributional consequences. Even 
where programs have focused on ''low and moderate" income groups, 
income eligibility levels have been defined so generously as to 
obviate the possibility of focusing the limited budget appropriations 
on the very poor, who are most in need of improvements in the 
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"divciuy" ot thcii lis ing ijiiarttTs. In iw>n!i'.ist, the rhctorit.- surround- 
ing thi' pro^Mnis has made it ^vi^m as though the goal was to give 
first priiirits to aiding* the poor. Conscquenilv. before new programs 
*.*5n be designed sen»*iblv, the iontliu betwtvn past actions and 
rhetorii will Iiave to be resolved. It is aKo necessary to detern"* nc 
whether we are moie seriou'^ about the distributional aims imphwJ 
by the rlietoriw or abiuit the goal ol' simply adding to the housing 
•ilowk, whith is more wonsistent with our pa^t actions. 

There may be legitimate arguments tor generally siibsidi/ing 
housing ionsumption without iminediate regard to the distributional 
ionseiiuenwes. For example, some behesc that an investment in 
higher ^.luality housing not only pays a reward to the owner but also 
increases the salut ot* surrounding properties. Thus it has a social 
return m evu'ss %yi the private returnJ'^ Consequently, there is room 
tor ii>!k\tive action either on a large scale through government 
subsidy or on a smaller scale Through the formation oi ncighborhooil 
assouatii»ns Conversely, wi'hout collectise action, there is a tendency 
ti^r siiinis lo e\olve/' The nroblem ot slum formation has been mo5?t 
severe in central cities containing older homos, probably because 
housing technology is su*.h that one of the cheapest ways to house 
the poor is to subdiNide high quality old houses and let them run 
down. Perhaps this tendency has been intensified by building codes 
whith present the construition ot low quality new housing. In any 
case, while allowing houses to run down and renting to the poor may 
represent the most profitable alternative to the ow*ner, it may not be 
the most profitable alternative to society as a whole, because it is 
the whole neighborhood which must bear the cost of tho visual blight 
that i'> c reated, In the h^30s and 1940s it was also ptipular to believe 
that mans' social problems, such as crime, alcoholism, et cetera, were 
uut^i-ii by poor housing. There is little empirical evidence to support 
this belief, but it probably played an important role in shaping the 
ixplicit statement of goals in the liou^^ing Act of 1^4*'^' 

Nevertheless, low quality housing does have a social cost which 
is not reflected in private costs and some collective action is war- 

' • It ^lunilJ bt' nutt'd tii.it it U cxtrt'nu'Iy diHicult io document thiti empirically, 
IH'fh.if-. bfwuj-*!' tlu' iAtiTn.3! viivii^ ^u* either highly localized er not very 

The tenJcMuv m»iv be •^trenrtthcncd by individual attempting to follow a *»afc 
j5.jmij^^ Nlfiitt'^v in ^null ^nmp ^itu^sfions. *ift» Oftt> A. D^vin and Andrew B. 
\Vin»^t4»n, ftiHumius t'rhan Kt-ncw^I/' line tutti CiJnivntpofi^ry Prob!cm$f 
vol. li} [Wmlvr Un'li. pp. 105-n7. 

' An jntrrt'stmA di^^iunsion oi our Noti»iI valuc^^ with regard to housing can be 
iinuul m fi*ifold VVi^lni.in, of FctUfttl liiyu^inf^ (New York: Doild, 

Mcid Si Co., Chapiter 2. 
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ranted. There is a nwjor issue whether the collective action should 
W federal or Una!, li anything has all of the characteristics of a local 
problem, it would •»ceni to he hou^iinj;, whore the nature of the 
problem saries greatly from locality lo Kuality and tlierefore would 
seem to require a purely local solution. On the other hand, there are 
severe institutional and economic ionstraints on local governments' 
ability to respond to such problems, Since the issues as to where 
responsibility can anil should be are highly complex, they will not be 
explored here. Rather, the rest of the discussion sketches out the 
criteria which should be s*itisfied by sensible housing policies without 
regard to whether the policies are administered locally or federally. 

Repeating the basic principle; high quality housing adds to 
surrounding property values while low quality housing depresses 
those v»jlues. The most serious problem emanates from the slums, 
where visu.3l blight has the highest negative value, If this problem 
is to be attacked first, there may immediately be a conflict between 
eftaienty *ind b^nef"iting the poor. For example, in some ^reas the 
highest social return may result from rehabilitating slum dwellings 
and making them suitable for the middle class and rich. This process 
is currently occurring in the Capitol Hili district of Washington, D. C, 
and occurred earlier in Georgetown. Because of the predominance of 
private activity in this risky business, the expected private return 
mi:st be quite high and the social return in terms of increased property 
values must surely add significantly to the total return. Consequently, 
the judicious use of government subsidies to encourage such develop- 
ments may have a high payort, but it is a payoff that accrues mainly 
to the affluent. The poor are undoubtedly worse off because they face 
a reduced supply of che.3p housing. They could conceivably be com- 
pensated out of the increased property taxes accruing to the loi^lity, 
but U.S, institutions are probably too rigid to accomplish such a 
delicate balancing act. 

In other areas, the most efficient approach may be to engage In 
a less thorough rehabilitation program, simply upgrading the living 
conditions of the poor. Here, efficiency and distributional. aims are 
happily more consistent. 

In general, there are many different tools that can tc used to 
upgrade housing, whether the upgrading is focused on the slums or 
more broadly applied to all consumption of housing. All or a select 
population of buyers of housing services can be subsidized whether 
existing or newly constructed dwellings arc purchased or rented. 
The price of the housing stock will then rise, providing an incentive 
for new construction. Alternatively, only purchases of newly con- 
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fitruitcd housing un be ?4ubsidi/ed. Additions to the total stock will 
inwrt*,ssi? and the \>vkv of cxi^tin^ housing will fall. The latter can 
4CiOtnplit>h the >.ame increase in the housing stock for a lower budget 
iOst. However, thi? main social vosi in rither iase is represented by 
the resources u>ed to constriut new houses. The former involves a 
higher budget iost only because part of the outlays are transferred 
to the owners of existing dwellings in the form of a capital gain. 
It may also have a slightly higher social cost only because tax rates 
will be higher and this may create some inefficiencies elsewhere in 
the economy, Therefore, from the pinnl of view of efficiency the 
subsidization of only newly ionstructed housing may have a slight 
advantage^ but from the point of view of equity the issue is more 
complicated. The subsidisation of all housing purchases benefits all 
buyers and sellers of both existing and newly constructed housing.^^^ 
The subsidization of new construction benefits buyers of both existing 
and new houses but hurts sellers and owners of existing housing, 
BeiauM* buvers all benefit whether or not they are directly subsidized, 
this appruaJi is known as the filter approach; that is, the benefits of 
the subsidy are filtered down *o nonsubsidi/ed buyers,'* However, 
it seems likely that these filtered btnciiis will be more sporadic th m 
if ail purchases are subsidized. 

Whether the subsidy applies just to newly constructed or to all 
housing, it should be given to the buyer or renter and not tied to 
the unit. This naximizes freedom of choice, does not tie the subsidy 
recipient to one location, and circumvents a myriad of government 
regulations which artificially increase the cost of subsidized units. 

The tax preferences given homeowners represent a special sort 
of filtering strategy. They are granted to buyers of both existing 
and new houses. However, the rich are subsidized at a much higher 
rate than the poor and middle class. This may induce the rich to 
vacate existing housing suitable for lower income groups thus 
depressing the price, but it also gives them a large advantage in 
bidding for the materials and labor necessary for new construction. 
The tax preferences for homeownership may also depress the price 
of existing rental properties, but the discussion of these complex 
di»itributional effects should not be allowed to obscure the baoic issue. 
That is that the poor could certainly be made better off if home- 
ownership preferences were eliminated and the increased tax proceeds 
were distributed on a per capita basis, 

^*^U 4'*'*umed that the *.upply is not completely incbiitic and the denund h 
net perfcitly elj«»ti4. 

^* f or a dlNiUNsion, M»e Aaron, Shelters aftd Subsidies, pp, 
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The discus«;ion thus far ha^ concentrated on policies whose prime 
purpose is to increase purchases of housing services without special 
regard to the distributional consequences. Many believe that the 
prime problem is housing the poor adequately and, therefore, they 
*suggest policies which focus on the low income population. Most of 
the^e approaches involve some sort of housing allowance scheme. 

Before describing this approach, it is necessary to emphasize an 
obvious point. If the desire is to help the poor, it is much more 
effective to give them cash rather than a gift in kind, such as a house^ 
which imposes the same budget cost. With cash, the poor person 
can always purchase housing services if he wants to, but he can also 
use it for anything else that gives him more pleasure. 

Aaron has analyzed a plan which would give the person a 
"hoi.-'iing allowance" equal to the difference between 25 percent of 
his income and the estimate of shelter costs for his area reported in 
the low-cost budget by the Bureau of Labor Statistics. In 1967, 
Aaron estimated that this would cost $6.2 billion if it were universal 
and it drove up housing costs 10 percent. 

The payment need not be contingent on actually spending 
25 percent of his income plus the allowance on housing. In this case, 
it would be equivalent to a gift of cash and would not increase the 
demand for housing any more than a comparable cash grant. It would 
be a subterfuge with the noble purpose of providing maximum 
benefits to the poor while providing the illusion that it has something 
to do with housing. But note that this approach contains a danger. 
It immediately imposes an implicit tax on work effort because the 
person loses 25 cents for every extra dollar he earns. If it were 
supplemented by similar schemes for food allowances, health insur- 
ance allowances, et cetera, the implicit tax rate could soon become 
astronomical. Clearly, a carefully designed comprehensive negative 
income tax would be preferable to this piecemeal approach. 

Proposals for housing allowance usually contain provisions 
ensuring that the housing allowance is actually spent on housing. 
This would only increase the demand for housing more than a cash 
grant to the extent that the person would have chosen of his own 
volition to spend less than this amount. If he would rather spend less, 
there is immediately an incentive for collusion between the landlord 
or house seller and the recipient of the subsidy. The seller of the 
housing service can testify to a higher price while making a kickback 
to the buyer. Again, this makes the allowance more like a cash grant. 
The administrators of the program can ignore such deals, thus giving 

» J* Ibid., p. 
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high priority to benefiting the poor, or at a large administrative cost 
they can try to prevent them t^us giving higher priority to increasing 
the consumption of* housing ^.v-r ice*;. 

The structure desctibeJ abose essentially makes a lump-sum 
payment to the rewipient, and government may or may not try to 
ensure that at least that lump sum is spent on housing, More of an 
impact on housing demand tor a given budget cost could presumably 
be accomplished by paying a certain share of the poor person's 
housing cost up to some ma\imum rather than a lump-sum amountJ^* 
This would in ettevt redui^e the relative price of housing up to the 
maximum. It would be difficult to administer because actual spending 
would have to be documented precisely and it would again create 
some incentive for collusion between seller and buyer. 

At all iost, it is necessary to avoid any structure which would 
have the gosernment pay 100 percent of ihe cost of housing in 
excess of some proportion of the recii'ient's income. This is the 
structure whiih helped cause so much inefficiency in the suspended 
low and moderate income housing program. 

Currently experiments are being designed to test the effects of 
different allowance structures on the demand for housing and on the 
supply price of housing for the poor, The impact on prices is, of 
course, vitally important for it will largely determine the portion of 
the program's benefit which accrues to the poor and that which accrues 
to the sellers of housing services. 

To summarize; it is necessary to decide what weight to give to 
helping the poor and what weight to give to increasing housing 
demand before a sensible housing; program can be designed. The 
more closely a payment is tied to a housing purchase, the less benefit 
it gives the poor person for a given budget cost and the more it 
makes the benefit conveyed by the subsidy depend on one's taste for 
housing rather than on one's income level Moreover, the more closely 
the payment is tied to housing, the more incentive there is for fraud. 

Community Development 

The most important changes in the 1974 budget with regard to 
community development are the elimination of the community action 
program of the Office of Economic Opportunity and the proposal to 
institute urban special revenue sharing to replace the urban renewal, 

^''Another form tying involve** the provi*ilon that the grant will only be paid 
it the recipient shows th»it he is living in a dwelling which meeU certain 
irtandardt^. 
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model citieti, water and ^cwer, and other less important programs. 
Total outlays of the program?; to be absorbed by revenue sharing are 
equal to $1,^ billion in fiscal 1<>74. With urban revenue sharing, 
the tunds available tor these programs would rise to roughly $2.4 bil- 
lion in fiscal 1*^75 and then j;r.idually fall to $2.3 billion. In other 
words, there would be more than enough funds for the average 
community to maintain the canceled programs along with community 
action, if they thought them worthwhile. However, there would be 
no obligation for them to do so. Also, the distribution of revenue- 
sharing funds may not be identical to the distribution under the 
present system, although no community would be allowed to suffer 
as a result of the change, 

Briefly summari/edy the administration s argument for the change 
IS as follows: A very large part of the effects of the canceled programs 
is purely local in character. Also, success rates vary greatly from 
locality to locality. Therefore, the local community is in the best 
position to decide whether the programs are successful enough to 
warrant continuation. As long as the programs are supported by 
federal cost sharing or block grants, the community's decision process 
is distorted, because they will continue any program whose benefits 
outweigh the local share of the costs. Since the local share of costs 
is quite small in many cases and since there are few beneHts which 
accrue outside the locality, there is obviously a strong bias toward 
wasteful programs under the existing system of categorical grants. 
Consequently, the administration believes that there will be a large 
improvement in efficiency if the ties are broken between the local 
programs and the federal grant. 

This does not mean that complete efficiency will be attained. 
Because the revenue sharing is not tied, it can be used to help finance 
any local government program for community development. There- 
fore, to some extent all community development services will be 
subsidized by the federal government and consequently will appear 
to be cheaper to the local taxpayer than they actually are. As a 
result, local governments will spend more than can be justified on 
the basis o^' local benefits. This could be justified if all expenditures 
had equal beneficial effects outside the community, but this obviously 
is not true and there is nothing in the new approach which favors 
the type of local spending with the highest beneficial spillovers. 

One might ask whether any of the canceled programs are likely 
to be continued as the result of local initiative if federal support is 
eliminated. Only two of the most important programs will be 
examined very briefly -urban renewal and model cities* 
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Urban Renewal. When the urban renewal program was initiated in 
1*?4*5, the emphasis was on slum clearance and improvement in the 
housing stivk ot ktMitral cities. In the 1^60s, some funds were allo- 
cated to rehabilitation ot existing structures and more emphasis was 
placed on nonre^^idential renewal. The justification for the program 
was similar to that used to justify housing subsidies, mentioned 
earlier in this chapter. The argument was that if blighted buildings 
were removed or rehabilitated land values in the whole neighborhood 
would rise suHiciently to make the whole program worthwhile. The 
improvement in the environment was also supposed to ameliorate 
social problems. 

The program has been attacked for both its lack of efficiency 
and its distributional effects. Studies of the impact of specific com- 
pleted projects on land values indicate that often costs significantly 
exceeded benefits."'* To make the projects worthwhile one would 
have to attribute an encumous benefit to an improvement in social 
conditions, the \*ery existence of which is in doubt. 

Distributionally, the program is said to have generally hurt the 
poor by reducing the stock of housing available to the low income 
population. There was an attempt to correct this deficiency in 1969 
by requiring that destroyed low income housing be replaced unit for 
unit. However, Weicher has argued that those benefiting from the 
new housing, while of low income, are still not as poor as the people 
who were displaced,"^ 

The program has faced numerous other difficulties which cannot 
be considered in these few short paragraphs. On the other hand, the 
program has evolved through time and more recent unstudied projects 
may have a much higher payoff than those studied earlier. However, 
it is dc^ubtful that recent successes would be suffic.i?nt to induce many 
communities to use revenue-sharing funds for urban renewal expendi- 
tures matching those of the recent past. 

Model Cities. The model cities program was initiated in 1966. Its 
intent was to provide technical and financial assistance to help cities 
plan, develop, and carry out demonstration programs for improving 
urban living conditions. From its inception, the program was viewed 
as a means of carrying out experiments. A vast variety of projects 

For ex*implt\ see Icromc Rothenburg, LcotwtJiic Liutluatwn of Urban Renewal 
(VV^ishington, D. C: The Brookings In^itltution, 1967). For a broader review 
of the litemturr, see John C. VVcichcr, Urbati Renewal (Washington, D. C: 
American Lntfrprif»c Institute, 1^72), Chapter 4, 
*^ Urlnifi Renewal, Chapter 
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was initiated covering items as diverse as job retraining and housing. 
Given the diversity of projects, an overall evaluation is» impossible 
here. Since the program was experimental it was never presumed 
that it would be continued in its present form for a long period of 
time. Consequently, it is unlikely that communities will extend its 
life in its present form, even though past experimentation may have 
discovered a few programs that are worth continuing. 
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Introduction 

In the fitical 1974 budget, the administration states the federal objec- 
tive in the area of education as ''extending educational opportunity 
and . . . encouraging improvements in the quality of education 
through research, innovation and reform/' * This is a broad mandate. 
In pr^-^ctice, however, the federal contribution to education is modest 
in relation to the overall size of the "'industry/' Federal outlays for 
elementary, secondary, and higher education are estimated, for fiscal 
1974, to be about $6.9 billion, or 9 percent of total educational outlays 
by public and private institutions in that year." 

Although the 1974 budget reflects continuation of a limited 
federal role in education that has characterized past years, it repre- 
sents a marked improvement over prior budgets in three respects* 
First, the administration has carefully detailed and justified the types 
of activity at which federal efforts will be directed* Second, the 
administration addresses itself to the question of efficiency in pro* 
viding aid to education* Finally, the administration takes a stand on 
the controversial issue of aid to students in private schools in the 
form of tax credits for tuition. 



' Fhcal 1974 Budget, p. 125. 

''^Special Analy$€$: Budget of the United States Covemmefit, Fiscal Year 1974 
(Washingti»n, D. C : U.S, Government Printing Oifke, 1973), p, 107. Total 
outlays on education made by public institutions is from Courant et al.r ALl 
Budget Proiecfioft SUdeL Outlays of private institutions are estimated based on 
National Center for Educational Statistics, Projections of Educatioml Statistics 
to 1^74-80, Office of Education, Department of Health, Education and Welfare 
(Washington, D. C: U.S. Government Printing Office, 1971), 
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The budget miHirms the position that the responfiibility for 
odiiiation resti; with titatc and local governments—federal aid to 
clemont.irv anwi ^eionJary cdikation should aim at extending educa- 
tional opportunity and improving the quality of education, but allo- 
cation of aid among these two functions is best determined by states 
and loLiilities. As a result, thirty categorical grants are eliminated. 
In the jrea of higher education, a significant departure from the 
established practice of giving nid to educational institutions was made 
in the form of a more ration.il policy which channels aid directly to 
iollegt' students. To stimulate educational research and development, 
the I^>74 budget commits additional resources to the newly created 
\ationaI Institute of Education (outlays are expected to reach 
SI IS million in 1^74, an increase of 174 percent over 1073). 

Table 7-1 summarizes total federal outlays for education fay 
majnr i.jtfgi^ry. The 3 percent increase in 1974 outlays over 1973 
IcvcIh is tiny if one looks at federal performance in the area of educa- 
tion in thf past decade, In fiscal 1*^64, federal aid to education was 
about $1.4 billion with elementary and secondary education receiving 
$3oo million. Four years later, aid to elementary and secondary 
education had increased four-and-a-half times and aid to higher 
education had about tripled* However, even with such high rates 
of growth, the outlook for the industry remained grim, both in terms 
of financing and quality of educational services. Most of the elemen- 
tary and secondary education funds were boxed into narrow cate- 



Table 7-1 

FEDERAL OUTLAYS ON EDUCATION BY 
MAJOR PROGRAM, FISCAL YEAR 1974 

(unifiBd budget, millions of dollars) 



Program 


1974 


Elementary and secondary education 


1.738 


Education revenue sharing a 


1.693 


Vocational education 


308 


Higher education 


1,636 


Other educational aids 


906 


General science 


586 


Total 


6.887 



• Excludes $244 million of basic school lunch funds under Income security. 
SoufC9: Fiscal 1974 Budget, p. 124. 
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gorical grants for ''purpoticii chosen in VVa»>hington/' which diluted 
the authority of local and state governments in allocating them 
according to other necdti, and in some instances were completely 
directed (tor example, impacted aid) towards the wrong end. In the 
area of higher education, a large share of federal aid found its way 
to public institutions, thus increasing the share of educational re- 
souaes in public institutions, which began with state aid taking the 
form of a subsidy to the institutions rather than to college students. 

Over the ten year period 1^64-1^74, federal outlays on all kinds 
of education increased from $1.4 billion to $6.8 billion/ an average 
annual rate of growth of about 17 percent. Yet the financial crisis 
facing most private and many public schools is nowhere near its end; 
the quality of educational services is still in question, equality of 
educational opportunity is a long way off, taxpayers are voicing loud 
protests against additional taxes to finance education, and both 
educators and noneducators are debating the extent and form of 
subsidies to education in view of scarce evidence on the N.wue of the 
nunprivate element of benefits from education. The general dissatis- 
faction with the educational system, specifically its form of finance 
and disagreement over the extent and level of federal commitment to 
education, clearly illustrates the need for ree>i(amining present com- 
mitments and efforts. Education is an industry (though not a growing 
and perhaps a declining one) of sizable magnitude in terms of both 
the dollar value of resources used up in it and the human resources 
involved. It has a more lasting and far-reaching effect on society 
than any other industry, which makes it all that more important that 
it be subjected to continuous assessment and evaluation. 

Because general education confers benefits on society at large as 
well as on the individuals consuming it, most people would argue 
for extending the supply of educational services beyond that which a 
private market system would generate. Unfortunately, both the social 
"optimum" level of education and the amount of subsidy required 
to achieve the ''optimum"— even if such optimum could be defined — 
are difficult to determine.^ And no general agreement exists on the 
best method to use in supplying educational services. 

In this chapter, we will look at the present systems of elementary- 
secondary and higher education, particularly where federal efforts 

Wall Sirci^t lournnl February 23, 1973, p. 10. 
^ Akhi*in .ind Alh-n at^uc that lw*iui.e an educated person tends to displace or 
lower the earnings iin uneducated one, one should expect the rate of return on 
eductilion tu bo «iuftiiienlly high to enable compensation to take place. See 
A. A, Althian and VV. Allen, University Economicf (Belmont, Calif.: Wads- 
worth rubli«.hing Co., Inc., 1972), pp. 211-12. 
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arc involved. The tcdcral role in these areas will be examined and 
federal eHort^ evaluated. Options to existing educational programs 
will he discussed, and the iosts will be estimated, given assumption's 
about what the tederal role should be in eaJi area. 

Elementary and Secondary Education 

The 1974 Budget. The 1^74 federal budget for elementary and sec- 
ondary education provides for a limited federal role in education. 
Table 7-2 shows the details of the administration budget request. 
The major highlights are: 

Rcqiii't^t for cdifcnfiou rcvciiuc s/ifir/?r^<. The administration is 
proposing a major cutback on categorical aid to states and localities. 
About thirty programs will be replaced by education revenue sharing 
to give school districts more flexibility in allocating federal funds to 
meet Kh»i1 educational needs. 

Alii to >ihi^o! lii^trictii cut luwk to nuUiou. The remain- 
ing funds are primarily to provide for the continuation of the follow- 
through and bilingual education programs. Aid to educationally 
deprived children, supplementary services, and funds for strengthen- 
ing state departments of education are absorbed by special revenue 
sharing. 

CLVitiniiiifion of Eiuori^cncxf School /U^istmicc throu^^h 1974. 
This program is designed to improve the quality of education of 
school districts in the process of desegregation. 

CofUiutititiou of sn/'^un-f of child licxh'lopmcuf pro^rmn$. In 
addition, new legislation is introduced to help private schools head 
off financial crisis or collapse. The administration proposes a tax 
credit for tuition paid by students enrolled in parochial and private 
elementary and secondary schools, It proposes a tax credit equal to 
$200 per child with an income limit of $1S,000 for a family with 
one child or $22,000 for a family with five children. The adminis- 
tration estimates the cost of the credit to be about $300 million in 
1«?74. Since there are about 5 million students in private elementary 
and secondary schools, of which 4.3 million belong to families below 
the income limit, the cost estimate puts the average credit per student 
at about S70. 

In total, the 1*^74 budget proposes outlays for elementary and 
secondary education of $3,4 billion, an increase of about 5.2 percent 
over 1973. 
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Table 7-2 

OUTLAYS FOR ELEMENTARY AND SECONDARY 
EDUCATION. BY TYPE OF PROGRAM. 
FISCAL YEARS 1973-74 

i mil lions oi aoilars) 



Outlays 



TvDA of Proiirain 


1973 


1974 


Education special revenue sharing 
(proposed legislation):^ 




1.693"^ 


Elementary and secondary 
education 




(1,191) 


Education for the handicapped 




(16) 


School assistance in federally 
affected areas 




(193) 


Vocational and adult 
education 




(239) 


Child development 


385 


420 


Aid to school districts 


2,444 


774 


Emergency school assistance 


59 


202 


Other 


J73 


342 


Total 


3.261 


3.431 



Rtccmmtnded 
Budgtt 
Authority, 
1974 



2,527« 



«Exciu(ies $244 million of basic school lunch funds un^er income security, 
which tviil be included in a total revenue sharing program of S2.8 billion. 

Total evidently includes other programs not shown separately. Replaces pro- 
grams un^Qf "Aid to School Districts'* in 1973. 
c Proposed Better Education Act, 

Soiircit: Fi$cai 1974 Budget, p. 124; 1974 Special Analyses, p, 105. 

The Budget Outlook, Fiscal Year$ 1975*1981. The following program 
assumptions vvt're made in proji'cting federal outlays for elementary 
and secondary education; 

(1) Special' 'revenue sharing for education begins in fiscal 1974- 
The projection adopts the Office of Management and Budget's 
estimate that special revenue sharing for education outlays 
(excluding the school lunch program) for 197S-78 will be about 
52.5 billion, of which $443 million will go lo vocational and adult 
education. Outlays for 1979-81 are assumed to rise slightly 
(2,5 percent per year) as a result of inflation but to remain con- 
stant in "real" terms, 
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(2) Federal outlay** for child development are expected to grow 
at roughly the eiamc rate as for 1P73-74. It is further assumed 
that school assistance in federally affected areas for category "B" 
students (those whose parents do not live on federal property) 
will be eliminated in 1074. 

(3) Funds currently used for emergency school assistance will 
continue, perhaps under the administration's proposed Equal 
Education Opportunity Act. ^ 

(4) No new program initiatives are introduced during this period. 

Table 7-3 shows projected outlays for elementary and secondary 
education, fiscal 1075-81, by major category. As shown, the growth 
rate of outlays for elementary and secondary education over the 
period is about 3 percent a year with no growth projected for 1975, 

Cost of the Tuition Credit Proposal* Assuming some form of the 
admini-^tralion's tuition credit proposal is approved by Congress in 
fiscal year 1074, the cost to the federal government in terms of lost 
ta\ revenue is estimated to be in the range of $.4 to $1.4 billion for 
the period 1^75-Sl depending on (1) the amount of the credit allowed/ 
(2) the number of students who would switch from public elementary 
and secondary schools to private schools, (3) the income limit for 
eligibility/ and (4) tuition costs in private schools. 

Private school enrollment is projected to be around 5,3 miilicn 
students during the period 1975-81. Assuming the credit is $200 per 
student (with no income limit set for eligibility), then the cost would 
be around $IA billion. 

On the other hand, if the income limit proposed by the admin- 
istration is imposed, then the cost, with no induced enrollment in 
private schools, would remain at $.4 billion during 1975-81. 

Problems Facing Education in the 1970s. Although the elementary 
and secondary school system has always been the focal point of 
interest in communities throughout the United States, in the past few 
years a genuine concern and dissatisfaction with it has grown and 
spread from one community to another. This concern— which might 
have important implications for the federal budget in the years to 
come — has been manifested in several ways. In some communities^ 
property tax increases to finance elementary and secondary education 
have been repeatedly voted down. In other communities, suits have 
been filed to challenge the existing system of locd finance. In Cali- 
fornia, Kansas, Minnesota, Texas and New Jersey, the courts ruled 
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that thii existing; systems of ♦ithool fin.5n4;c viobtc the equal protection 
kUxi^v of the Fourteenth Amendment. The reasoning behind these 
dcci*»iuns u*m that public eduk*ition is *t "fundamental interes^t" for 
whiwh the i»tate has the thiet respon*4ibility and that a^xefis to educa- 
tion should not be conditioned upon local wealth, State aid to 
elementary and secondary education does little to remove the dls- 
paritieti in ^H^r pupil school spending arising from differences in local 
wealth. The court found, therefore, that the existing system of local 
school finance "i.uidiously discriminates against the poor becaifse it 
makes the quality of a child's education a function of the wealth of 
his parents and neighbors/' 

The Supreme Court decision announced on March 21, 1973, 
overturned lower courts' decisions on this issue, thus removing the 
pressure put on state governments to comply with lower court orders. 
Nevertheless, dissatisfaction with the public *^ hool system and with 
the overall burden ot local funding of school districts, as well as the 
dim future facing private schools in the absence of some form of 
federal ur siati' aid, will undoubtedly have repercussions on national 
educational policy. In view of such problems, the federal role in 
elementary and secondary education will perhaps have to be 
reevaluated. 

The federal government may be called upon to take a more 
active "ole in ehtorts to equalize spending between school districts, 
''bail out" private schools, or perhaps substitute federal funds for 
state and local funds in fmancing schools to improve the educational 
opportunities of all school-age children. Some of the issues facing- 
the nation as a whole, as well as local and state governments, in 
seeking equalization of per pupil expenditures or educational oppor- 
tunity can be summarized as follow**; 

(1) In what sense should per pupil expenditures be equalized? 
Some alternatives would be: to raise per pupil expenditures to 
the level of the highest-spending districts in the state, to choose 
a mean level in the state to which lower districts can be raised, 
or to raise per pupil expenditures to the level of the highest- 
spending unit in the nation or to some other national standard. 

(2) Is spending on equalization a problem to be dealt with at the 
state level, or is it a national problem requiring federal action? 

'•54'n<Hft7 V. Ptic<t. Cil. Uplr, ijOl i\^7\). Tcr more detail en this U«ue, see 
RobiTt Hartnian and RoK*rt D. Reinhaucr, 'Tinancing Elementary and Sec- 
ondary tduiatiun/ in Sihult/i' vt al., Scftinsi f^i^tuvml Priorities^: The 1973 
Budget. 
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(5) It prcpcrty t,5vcs art? to be removed as a source for financing 
the !ikhoul iivstcm, what arc the alternatives? 

(4) It cqualiAition of opportunities is the national objective, 
what ib the nv.st efticient way of akhievins it and what tihould 
the roleh of the federal and ^tate governments? 

The Federal Role in Education. What role should the federal govern- 
ment play in tinancins the various levels of education — elementary- 
•^econd^jry, vocational, and higher education? In order to answer this 
question, one should first distinguish between those educational needs 
or problems which fall within states, on the one hand, and those 
which transcend state boundaries, on the other. The federal govern- 
ment clearly ha?, j responsibility for the general welfare of its 
citizens/' Thus, whenever the educational efforts of all states and 
locr^ Kovernments fall short of achieving a national goal, the federal 
government must assume responsibility for ♦he attainment of that 
go.5L Howes t r, w hen some or all of the efforts of the various localities 
within a given state fall below a national iivcni^c — as opposed to a 
national i^ihil - it is not very clear whether the federal role should be 
extended to the local level. The following sections discuss the assump- 
tions regarding the federal role in two areas — elementary*secondary 
and higher education— and estimate budgetary costs of alternative 
programs coni»istent with these assumptions. 

Alternative Federal Programs for Elementary and Secondary Educa- 
tion. Concerning the federal role in elementary and secondary' edu- 
ction, the relevant issues would seem to be those of national, rather 
than state and local, concern. Since many economists assume that 
much of the benefit from elementary and secondary education accrues 
to society as a whole, the financing of education should perhaps be 
carried by the public, rather than the private, sector. The federal 
role, in this case, should aim at ensuring an optimal (socially de* 
sirable) level To achieve such a ''social optimum," the total output 
of education should be sufficient to ensure that all school-age children 
have the opportunity to buy (consume) educational services. If such 
a role is assigned to the federal government, then clearly the budj^et 
expenditures on elementary and secondary education for fiscal 1974 
must be evaluated in terms of (1) the educational opportunities avail- 

lor c^.impk% the fcdrr.tl ginrrnment «s*.Humc* the rciipontiibiUty of 4ttainiiig 
a *.pciific level oi rmrlovmt'nf 4*i 4 national goal regardless of state eiforti In 
generating employmi'nt in their states. 
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able to all school-aji*^ children, and (Z) the quality of educational 
s^viceB produced. 

Federal aid, even with special revenue sharing and tax credits 
tot private school tuition includv'd, is modest in its scope in relation 
to total outlay?* and mostly directed toward the public-iechool system. 
It would thus be expected to have only a small impact both on the 
quality ot educational services and on equalizing educational oppor* 
tunities for all school-age children. 

To equalize educating?! ?ppcrtunltic5 for all school-age childrer\ 
and to ensure quality education would require that each student be 
given the opportunity to attend an educational program that meets 
his or her educational needs — a school of his or her (or parents') 
choice, Unfortunately, our educational system fails to provide the 
majority of school children with such an opportunity. 

Under existing arrangements, children are deprived of attending 
the school of their choice tor the following reasons: (1) lack of public 
financial support for those who choose to attend a private school, and 

(2) rigid school district boundaries within the public school system. 
Inequalities in wealth or income among parents of school-age children 
means, at the outset, inequalities in educational opportunities for all 
children. Wealthy parents can choose between sending their children 
to a private or a public school sysriem. This option is more difficult 
or impossible for the less wealthy or the poor. In addition, because of 
the present organization of school districts, parents and their children 
are not permitted to select the school of their choice. Since educational 
opportunities are not equalized to begin with, due to inequality in 
wealth, organization of the public school districts aggravates the 
disparities in opportunity rather than promoting equalization. 

To extend educational opportunity effectively the federal gov- 
ernment should aim at reducing or offsetting to some extent differ- 
ences in the ability of parents to "buy" educational services. Because 
school-age children vary in their intelligence, achievement levels, and 
family background, equalizalluii of educational opportunities would 
require not only equalizing the ability to buy educational services but 
making available educational programs that meet differences in chil- 
dren's educational needs. Clearly, such an ambitious objective cannot 
be achieved without: (1) redistributing income to equalize ability to 
buy educational services, (2) identifying by some means (such as 
achievement tests) the educational needs of school-age children, and 

(3) developing programs that meet educational n^d differentials 
among children. Thus, it is perhaps more feasible, especially in teims 
of the cost involved and at least in the short run, for the federal 
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government, in the spirit of extending those opportunities, to aim at 
achieving some level of equalization of educational opportunity for 
all children. This could perhaps be accomplished through instituting 
a nationwide ''voucher" system, federal funding for interstate equali- 
zation, or a liberalized tax credit for tuition paid to private schools. 
These are discussed below as alternatives to present financing of 
elementary and secondary education. 

A Variable Voucher System. Under the variable voucher system, a 
lamsly with school-age children would receive a voucher for each 
child, redeemable only for school tuition equal to a basic sum of 
dollars which would be included in the parents' income for tax 
purpos^i, but not for purposes of determining welfare payments. 
Thus, a family with a total income below $5,000 would receive the 
full value of the vouchor, while a family in the marginal tax bracket 
of 70 percent would, in effect, receive 30 percent of the value of the 
voucher. 

Beciiuse the present feueral income tax sy«;tem allows for the 
exclusion or preferential treatment of certain income items, a safe- 
guard must be provided against the misuse of the voucher system. 
Failing a complete overhaul of the individual income tax system, 
a simple rule could be adopted whereby any individual or a family 
subject to the "minimum tax" would be treated as if it were subject 
to the highest maiginal income tax rare. Such families would. In 
effect, be allowed 30 percent of the full value of the voucher. 

The net amount of the voucher would thus vary with the level 
of income of parents. This program would clearly require an increase 
in the federal budget commitment to financing elementary and sec- 
ondary education and some form of reorganization of the existing 
educational system, In terms of budget outlays, the federal govern- 
ment's share of the total cost ot such a program will depend on 
the di^fribution of school-age children by income class and per pupil 
cost, and the portion of the cost (per pupil expenditures) assumed by 
state and local governments. 

For each state, maintenance of the combined state-local effort at 
its initial level would be required for participating in the voucher plan. 
Since local districts vary in their per pupil expenditures and because 
the federal share would be computed as the difference between the 
value of the student voucher less the combined state-local average per 
pupil expenditure, the state and local governments electing to join 
would have to seek some form of reorganization of school finance to 
eliminate some of the disparities in school district spending. The 
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State responsibility would lie in finding ways to raise per pupil 
expenditures up to that level in those school districts below the state 
average.* 

School districts and states where per pupil expenditures fall 
below the value of the national voucher would have an incentive to 
join the system for several reasons. First, the voucher system would 
increase per pupil expenditures above that permitted by their f!scal 
capacities and local willingness to finance the schools. Second, it 
wouIJ tUminuie tlie need for additional taxes at the local or state level 
to finance future increases in per pupil expenditure. Finally, it would 
provide states and localities with additional funds needed to meet 
court or public pressure for equalization of school spending. States 
where many school districts have per pupil expenditures which 
exceed the value of the national voucher may opt not to join. How- 
ever, some pressures will perhaps exist for these states (and the 
affected districts) to join, such as; 

(1) The loss of federal aid to these districts. Under the voucher 
system, present forms of federal aid are eliminated in favor of 
direct aid to students (parents) in elementary and secondary 
schools. 

(2) Pressure from property owners for tax relief or opposition 
to additional tax increases to finance increases in educational 
cos is, 

(3) The desire of some parents to give their children the option 
of choosing between the public and the private systems of 
education even though the national voucher falls short of their 
locality's level of per pupil spending on education, 

Ar^umvfit^ for nfid agmnst a twucher system. The idea that the 
government should provide educational services by paying parents of 
school-age children rather than by owning and operating schools 
dates back to Adam Smith's An Inquiry into Nature and Causes of the 
Wealth of Nations. In Capitalism and freedom, Milton Friedman 
advocates the use of a voucher system to finance education with few^ 
if any, strings attached. Others have since voiced their support for 
variants of such a system, with some form of regulation or modifica-* 
tion to safeguard against its misuse. The merits of a voucher system 
are that it would : 

(1) Increase competition in the educational market by providing 
viable alternatives to the public school system, 

^ The state average of state and local per pupil expenditure i$ computed net of 
present federal aid to elementary and iiecondary education. 
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(2) Permit the parents of school-age children to choose the 
school which best serves the educational needs of their children. 

(3) Reduce the number of parent*; who send their children to 
public school because they cannot aftord to send them elsewhere. 

(4) Allow a greater mix of students from different socioeconomic 
backgrounds than is presently permitted by most school district 
airangements. 

(5) Provide more freedom in the choice of place of residence by 
weakening the link between school financing and the wealth of a 
school district. In many instances families are forced to live in 
suburbs rather than in the city because of the schools their 
children would attend. 

(6) Ease the burden of states and localities in their efforts to 
deal with the issue of equalization of per pupil expenditures. 

In addition, under the proposed variable voucher system^ the 
educational "subsidy" would be more efficiently distributed than it is 
under existing arrangements. Under a "free'' public education system, 
the distribution of educational benefits bears no relation to need or the 
distribution and amount of taxes paid by a family to finance it, Under 
the variable voucher system, the amount of the voucher depends on 
the level of income, thus imposing a form of user charge that rises as 
income or ability to buy the service rises. By tying ability to pay to 
the financing of education and increasing the freedom of choice, a 
more equitable distribution of the subsidy and a more efficient allo- 
cation of resources among various suppliers of education can be 
ensured, Furthermore, because the voucher scheme outlined (as a 
bribe to the states for its adoption) tends to shift a larger share of 
finance lo the federal government, the relative tax burden of cities 
vis-^-vis suburban areas that presently exists would be greatly 
improved, 

Proposals for a voucher system to replace existing arrangements 
have met tremendous opposition from organizations connected with 
public schools, particularly administrators and teachers, and from civil 
rights groups, These groups argue that a voucher system would 
destroy the public school system, that it would intensify segregation, 
that parents are not competent to judge educational techniques or the 
quality of a school, that voucher plans would lead to substantial 
diseconomies of scale with too many schools competing for students, 
or that the voucher system would be unconstitutional if parents opt to 
send their children to religious schools. 
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Obviously, a voucher plan without restrictions would be vulner- 
able to some of the above criticisms. Such a plan might, for example, 
encourage j^chools to practice discrimination, substitute gimmickry 
for quality education, or inhibit t^ocial mobility by raising economic, 
religious, or racial barriers to admission, By establishing criteria for 
eligibility or attaching a few strings to the plan, most of these objec- 
tions could be eliminated. For example, to participate in the voucher 
plan a private or public school could be required to: 

(1) i-ollow an admissions policy that did not discriminate against 
applicants because of race, religion, sex, or social status. For 
kindergarten through the eighth grade, a lottery system for 
selection could be instituted. For grades nine through twelve, 
a standardized achievement test could be used to determine 
eligibility to enroll. 

(2) Meet current <tate accreditation requirements. 

(3) Make available, in published form, information on its pro- 
grams, facilities, teachers' qualifications, financial status, and 
the socioeconomic status of its enrollees. 

The constitutionality question is a difficult one. A constitutional 
amendment may indeed be calhd for, Past decisions (or lack of 
decisions) by the Supreme Court on similar issues have been con- 
tradictory, The Court has ruled that "entanglement between govern- 
ment and religion" violates the constitutional ''wall of separation" 
between church and state. This view has been enforced by recent 
Supreme Court rulings that state government Indirect aid to parochial 
schools is unconstitutional. However, the Court has not ruled against 
charitable deductions under the personal income tax for church and 
religious educational institutions, on the constitutionality of the 
G.L Bill (under which a number of World War II veterans used 
government funds to attend church-related schools), or against fed- 
erally sponsored research conducted by faculty in religious institutions. 

Cosf of ii I'liriablc vcuclwr 5ysfrin, How would a variable 
voucher system work, how much would it cost, and what pattern of 
federal-state-local relations might emerge? 

First, under a national voucher system, most existing federal 
programs for elementary and secondary education would be elim- 
inated/ These programs and their estimated cost at 1974 levels are 

^ A number of studies has shown ihc ineffectiveness of these programs and 
their inadequacies in meeting ot?)Cctive*4, See, for escample, U,S, Congress, Senate, 
Committee on Labor and Publk Welfare, Proposed Federal Aid to Education: 
A Cotlcctioti of Pro and Con Lxcvrpt^ and a Bibliography, 07th Congress, 1st 
!»es$»ton, I9t>i, 
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shown in Table 7*4. Other fcUcr.il Md to elementary and secondary 
education, «iuch as child deveUipment (Head Start), education of 
oversea*! dependents, social security benefits, and funds for the 
National Institute ot Iducation and the National Science Foundation 
would not be eiiminated. These programs are designed for the 
education of preschool children, meet specific needs not covered by 
the voucher plan, or are for the conduct of research. 

Second, state governments would be the dispensing agencies for 
voucher funds. The state and local governments' share in the per 
pupil voucher would be equal to their "net" estimated per pupil 
expenditures for that year (with "no growth" in the per pupil 
expenditures in future years)J* The federal share would be equal to 
the value of the voucher minus the state share. For example, assuming 
that the value of the voucher were $1,300 per student and that 
average state and local per pupil expenditure were $1,000, the federal 
share would be equal to $300 per pupil Federal funds would be 
channeled to state governments in the form of grants for the pur- 
chase of education. State and local governments would arrange for 
the dispersal of these funds to parents and deal with problems facing 
school districts where per pupil expenditures fall below the state 
average. 



Table 7-4 

ESTIMATED COST OF EXISTING FEDERAL PROGRAMS 
FOR ELEMENTARY AND SECONDARY EDUCATION 
AT 1974 LEVELS 

(miflions of dohars) 



Program 


Cost 


School lunch 


1,234 


Educationally deprived children 


411 


School assistance in federally affected st-eas 


131 


Emergency school assistance, general grants 


149 


Education special revenue sharing 


1.527 


Other 


1,396 


Total 


4.848 



Sourc*: 1974 Spec/a/ Analyses, pp, 103-115. 

^*Thi^? is cquiii lo total vxpcndituros for elementafy and secondary ediic«:»tion of 
staU» and lotal govcrnm<?nt*i' net of iedcvM fund*, previously ^pcni on dimin45ted 
programs divided by total cnroUment in elementary and secondary schools. 
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Third, growth in outlays on elementary and secondary education 
for future years would be financed by the federal government and by 
users of education, depending on their ability to pay, The federal 
share would rii^c while the state and local j^harc remained constant at 
the 1975 level to induce states to participate actively, Taxpayers who 
are users of education would increase their share through increased 
income taxes due to increments over the years of the value of the 
vouchers they receive. 

Finally, the voucher plan would be voluntary, A school district or 
a state might elect not to join the voucher plan. In this case, total 
federal outlays would be reduced because of the reduction of existing 
expenditures on "eliminated'' programs, with no corresponding in- 
crease under the voucher system. 

The value of the national voucher is assumed to be 5 percent 
greater than the projected level of total per pupil expjenditures during 
The state and local government share (net of federal aid) 
is that projected for 1975, Per pupil expenditures by state and local 
government for the remainder of the period are assumed to remain 
at their 1975 level w^hile the federal share of the voucher would be 
increased to allow for increases in the cost of education during the 
1976-81 period* 

Because payments under the voucher system would be made 
directly to parents rather than to the school, purchases of elementary 
and secondary education by the state and local sector would be 
eliminated and transfer payments to persons would be increased to 
reflect total voucher payments to all school-age children attending 
either public or private schools, 

In Table 7-5, estimated total expenditures on elementary and 
secondary education under the present system are given. Table 7-6 
shows the net value of the voucher by income class. Table 7-7 pre- 
sents an estimate of the total cost of the voucher plan, and Table 7-8 
shows "program cuts" and the corresponding changes in federal 
outlays. Finally, the changes in state and local spending ^nder the 
voucher system are shown in Table 7-9. As shown in Table 7-8, 
column (6), the net federal cost of the variable voucher would be 
roughly zero for the first two years and then would rise to $8 billion 
in 1978 and to around $19 billion by 1981. 

A Federal-State Equaliiation Flan« Perhaps a less controversial ap- 
proach to equalisation of educational opportunity than the proposed 

AEI budget model projections. The 5 percent increase Is added a& a "sweet- 
ener" to help meet the K^o^t of quality education* 
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Table 7-7 

COST ESTIMATES OF THE VOUCHER FOR ELEMENTARY AND 
SECONDARY EDUCATION AND COST DISTRIBUTION BETWEEN 
FEDERAL AND STATE-LOCAL GOVERNMENTS, 1975-81 



Itam 


1975 


1976 


1977 


1978 


1979 


1980 


1981 


Enrollment (millions) 


49.0 


48.6 


46.3 


48.1 


48.0 


48.0 


48.5 


Total voucher cost 
i$ billions) 


62.6 


66.3 


69.3 


73.8 


78.1 


83.0 


87.7 


State and local gov- 
ernment share under 
voucher plan 
($ billions) <> 


49.7 


49.3 


49.0 


48.8 


48.6 


48.6 


49.1 


Federal share 
($ billions) 


12.9 


17.0 


20.3 


25.0 


29.5 


34.4 


38.6 



• Assuming all states and local governments belong to the voucher plan, esti- 
mated to be equal to net per pupti expenditure in 1975 times total enrollment in 
each of the projection period years. 

S&iirct; Based on data in Tables 7-5 and 7-6 and AEi LRBP estimates. 



voucher plan is a plan where the federal government supplements 
state efforts in equalizing per pupil expenditures nationally. Under 
this plan, each state government would undertake an equalization 
program among its school districts to raise all their per pupil expendi- 
tures to the spending level enjoyed by the ninetieth percentile student 
in the state. Because the average of per pupil expenditure, even with 
state equalization efforts, is expected to vary from state to state, 
the federal commitment to equalizing educational opfH^rtunity for all 
school children would then take on the role of equalizing per pupil 
spending nationally. That is, the federal government would have to 
channel additional funds to those states whose average per pupil 
expenditure, after state equalization efforts, still falls below the 
national average. The national average, in this case, is defined as the 
mean per pupil expenditure in all states after state equalization efforts. 

Clearly, not all states would be recipients of these additional 
funds. Alaska, California, and New York, for example, arc states 
where expenditure per pupil at the ninetieth percentile by far exceeds 
the levels of Alabama, Arkansas, Delaware, and Florida. Although 
educational costs do vary between southern and northern states or 
the West Coast, it is reasonable to assume that these wide disparities 
between, for example, Alabama and New York do reflect much more 
than cost differentials. To the extent that such disparities reflect the 
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unequal educational opportunity of school-age children living, say, in 
Alabama vis-a-vis those in New York, limiting federal aid to those 
states well below national average expenditures can be justifie<l. In 
Table 7-10, tolumn (3), the additional tost to btates and localities of 



Tablt 7-10 

COST OF EQUALIZING SCHOOL EXPENDITURES 
BETWEEN STATES AND WITHIN STATES, 
1969-70 SCHOOL YEAR 

(miHions of dollars) 







Exptnditurs 


State 


Federal 






Par Pupil 


Cost of 


Cost for 




Enrollment 


With State 


Intfittata 


inierfiiii 


State 


(thousands) 


Eoiiiliution 


Equiliution 


Equalization 




CD 


(2) 


(3) 


(± 


Alabama 


806 




S 44 


$319 


Alaska 


80 




11 




Arizona 


440 




97 




Arkansas 


464 




41 


124 


California 


4.633 


1 101 






Colorado 


650 




72 


35 


Connecticut 


662 


i ,ys?»? 


141 




Delaware 


132 




35 




Dist. of Columbia 


MA 






Florida 


1.428 




152 


123 


Georgia 


1.099 


761 


177 


140 


Hawaii 




904 


10 




Idaho 


182 


830 


37 


11 


III! lois 




997 


457 




Indiana 


1,232 


729 


129 


197 


Iowa 




1.007 


94 




Kansas 


512 


870 


76 


10 


Kentucky 


717 


700 


63 


136 


Louisiana 


843 


692 


61 


166 


Maine 


245 


792 


26 


24 


Maryland 




1.090 


191 




Massachusetts 




975 


259 




Michigan 




1.009 


364 




Minnesota 




1,014 


121 




Mississippi 


535 


561 


46 


175 
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Tabl» 7-tO (continued) 

£x|Mnclitur« StataCott Fadarai Coat 



Stata 


Enrolimant 

(thousands) 
/It 


Per Pupil 
with Stata 
Equaiization 

W 


of for 
intrastate Intarslata 
Equalization Equalization 

(3) (4) 


— . 

Missouri 


1.039 


835 


126 


56 


Montana 




1.209 


69 




Nebraska 


329 


694 


SS 


64 


Nevada 


127 


836 


9 


7 


New i-lampshire 


159 


815 


20 


12 


New Jersey 




i;i77 


318 




New Mexico 


282 


821 


27 


19 


New Yori< 




1.412 


610 




North Carolina 


1.192 


689 


95 


238 


North Oai(ota 


147 


754 


20 


20 


Ohio 




894 


519 




Oidahoma 


617 


638 


62 


157 


Oregon 




1.022 


63 




Pennsylvania 




1.090 


504 




Rhode Island 




1,167 


SO 




South Carolina 




922 


32 




South Daltota 


167 


794 


23 


16 


Tennessee 


900 


671 


100 


196 


Texas 


2,840 


684 


293 


582 


Utah 


303 


647 


15 


73 


Vermont 




1.167 


24 




Virsinia 


1.078 


826 


145 


66 


Washinaton 




891 


121 




West Virginia 


394 


711 


34 


71 


Wisconsin 




977 


102 




Wyoming 




970 


29 





SOttfOtft: Enrollmtnt from Hi$ioric$i St$tiitic$ of th^ U.S., 1971, p, 106. A^^rage 
per pupil expenditures by states was obtained by dividing total expenditures, 
including state equalization costs, by the total number of students. The national 
average of per pupit expenditures (including state equalization expenditures) is 
equal to $889. Cost of intrastate equalization (column 3) from R. Hartman and 
Reischauer, ''Financing Elementary and Secondary Education/* in Schultze 
et al, Setting Natlonaf Pflorliles: Th§ 1973 Budget, p. 352, Federal cost (col- 
umn 4) Is obtained by muHfpiying the excess of national average over the state 
per pupil average expenditure by the number of students enrolled. 



135 



ATTIAT r. OTT 

equalizing intrastate disparities in per pupil spending is shown for 
school years 196^-70. Here it is assumed that, as a prerequisite to 
federal aid towards equalization, state governments have undertaken 
their own plans to bring about intrastate equalization. 

Although state eiforts are required, the federal equalization plan 
would be voluntary. Each state is free to carry out equalization 
efforts or decline to undertake them among its school districts. If 
equalization is undertaken, the state becomes eligible to receive the 
federal funds, otherwise it will not. Funding at the federal level of 
equalization could begin simultaneously with state efforts, and federal 
aid to states would be formulated in relation to the degree of equaliza- 
tion achieved by state governments. 

The estimates shown in Table 7-10, column (4), assume that 
equalization efforts were undertaken at the state levels. Raising 
average per pupil state expenditure to the national level of $889 
would have cost the federal government $3,0 billion in 1969-70 or 
about 8.7 percent of expenditures for public elementar^^ and sec- 
ondary education in that year. The total state-federal equalization 
cost would amount to $10 billion or about 29 percent of current 
expenditures of state and local governments in 1969-70," For 
1975-81, we have assumed that public expenditures in elementary and 
secondary education would still have to be raised 29 percent to cover 
the total cost of equalization, and that the federal share of that total 
would be the same percent of that total as estimated for the 1969-70 
school year. Table 7-11 shows projected federal outlays for equaliza- 
tion for fiscal years 1975-81. 

The federal state equalization plan clearly benefits only those 
enrolled in public schools. Those students who elect an alternative 
system of education would be left without public support. Equality 
of educational opportunity would require that those who are in other 
than the public school system enjoy the same per student spending 
level as those in public schools. Studer s enrolled in private schools, 
with a per pupil expenditure level below the national average^ would 
be entitled to receive some sort of assistance from state and federal 
governments. Perhaps a system of tax credits or educational supple- 



BecauH? some states, such as California/ New York/ and Alaska, have higher 
than national average per pupil expenditures/ they will not be eligible to receive 
federal funds for raising state averages to the national level In this case, 
a!»sumlng t^upreme Court or local pressure for Intrastate equalization does not 
take place, the federal government can institute a system of "bribes'' In the form 
of some percentage of their equalization cost to Induce state govemmentf to carry 
out full intrastate equalization. This will be an added outlay to that estimated 
In column (Z), Table 7-lx. 
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Table 7-11 

ESTIMATED ADDITIONAL OUTLAYS FOR 
ELEMENTARY AND SECONDARY EDUCATION WITH 
STATE-FEDERAL EQUALIZATION PLAN 

(billions of dollars) 



Total 

Equalization Federal 
Year Cost Share 



1975 


13.4 


3.9 


1976 


14.2 


4.1 


1977 


14,8 


4,3 


1978 


15.6 


4,5 


1979 


16.5 


4.8 


1980 


17., 


5.2 


1981 


18.6 


5.4 



Source: Based on Table 7-10 and assumptions given In text. 



ment grants should be given to those students to give them the same 
level of educational opportunity as their comrades in the public 
school tiystemJ^* 

Higher Education 

1974 Budget and Budget Outlook* The administration's commitment 
to higher education in the 1974 budget again reflects its view that 
education is the primary responsibility o( state and local governments 
and that the federal role is one which aims at developing and encour- 
aging improvements in the education process^ and extending and 
supporting educational opportunity. In fiscal 1974, federal support to 
higher education is put at $1,6 billion or about 7 percent of estimated 
total outlays for higher education (Table 7-12). Qf this total, $1.2 bll- 
lion or 75 percent is directed towards student support, while the 
remaining $.4 billion or 25 percent of the total is devoted to develop- 
ing and improving the education process. 

The new emphasis on studerjt aid in the 1974 budget represents a 
shift away from the established practice of channeling aid to institu- 



^- If such a program is implementt*d, the federal-^tate co§t would be higher than 
that ciitimated in Table 7*11. 
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tions, a step which most people would agree is in the right direction. 
According to a IWiU Street ]ourml editorial, 'It makes better sense if 
the uiiit ui federal aid is to help needy students rather than college 
employees or the building industry." Assuming that the federal 
commitment to higher education will grow at about the same rate 
during the period 1972-74, the budget commitment for higher educa- 
tion in the next seven years is projected to reach almost $2.2 billion 
by 1981 (Table 7-11). 

The major assumptions made in projecting federal outlays for 
higher education by program category are given below. 

Student aid -Ba^ic Opportufiity Cnmts (BOG), Student aid 
constitutes the largest item in federal aid to higher education in 
1973-74 outlays, The 1974 budget estimates outlays on BOGs, the 
most significant type of student aid, to be about $622 million in 
fiscal 1974 with 1.5 million students benefiting from it. This 
implies an average grant per student of $415 in 1974. About 
IS percent of all students at institutions of higher learning would 
receive BOGs. This percent seems low as compared to out9lde 
estimates. Hartman estimates that about 26 percent of all college 
students would have been entitled to receive BOGs in 1970-71; 
average entitlement was estimated to be $753.^* 

Using Hartman's methodology— distribution of full-time under- 
graduate students by income class and by type of institution, cost 
of education, and average family contributions— to project BOG's 
cost for 1974, it is estimated that 2,3 million students would be 
eligible, with an average entitlement of $780. This puts the cost of 
BOG at $1.8 billion if fully funded. If one accepts these figures, 
the budget estimates would seem to imply funding of BOG at 
30 percent of entitlement in 1974. 

Assuming that the administration intends to fund BOG at the 
level shown in the 1974 budget — entitlement equal to 18 percent 
of college enrollment— we project the number of students entitled 
to receive BOGs for 1975-81, by applying this percentage rate to 
projected college enrollment during this period* Average entitlement 
is estimated on the basis of projection of the cost of education for 

^'^ "Learning a New Way/' Wall Street loumalf February 29, 1972, p. 10. 

Robert W. Hartman, "Higher Education Subsidies: An Analysis of Selected 
Programs In Current Legislation/' in Economics of feWeraf Sub$idy Frogram$, 
A Compendium of Papers, Part 4, printed for use of the Joint Economic Com- 
mittee (Washington; D. C: U.S. Government Printing OMce, August 25, 1972). 
The estimates assume no Induced enrollment^; a result of basic opportunity 
grants. 
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197S-81, and the breakdown of student enrollment between private 
and public institutions, 

Work-stuiiy, The projection in this area assumes that work- 
study grants will reach authorization level by 1981. 

Cuarimtccd loan^ mtd ^itiaicut'^ loan funds. Outlays for these 
programs are projected to decrease during 1975-81. The newly created 
Student Market Loan Association is assumed to be operative by 1975. 

Special institutions, pwrsonal development, and innovation. Pro- 
jections of outlays in this category assume slight increases during 
this period reflecting the de-emphasis on federal aid to institutions. 

The Role of the Federal Government in Higher Education* In order to 

evaluate critically federal aid to higher education, we must first pose 
two questions: Is federal aid adequate, and is it efficient? Unfortu- 
nately, the question of adequacy cannot be answered in simple 
yes-or-no terms. It clearly depends on one's value judgment about 
what the federal role in higher education should be and the extent 
of resource commitment one is willing to divert from other functions 
to fulfill it. As to the efficiency issue, this requires an extensive 
analysis of alternatives to determine the effectiveness of a dollar of 
expenditures in accomplishing a given educational objective. How- 
ev<»r, defming the federal rule or federal objectives must precede 
any attempts at evaluating federal aid to education or the analysis 
of alternatives. 

In a "free" society, where no externalities^' exist and where the 
market system is assumed to function properly, market choices are 
assumed to yield an optimum solution. In the field of education^ 
as in any other market area, the price system would determine the 
amount of resources directed towards education in accordance with 
the demand for and supply of educational services. However, the 
market system does not function properly and externalities are 
associated with the consumption of education* The most common 
arguments advanced for government intervention in the education 
market are:^** (1) The market fails to produce the t^ocially desired level 
of education due to existence of monopoly or other imperfections 
which preclude effective competition, and (2) the market fails to 
''internalize" externalities; that is^ private costs and benefits are 

E^iternalitics are those benefits accruing to — or costs imposed on-'-sockty 
over cunJ dbovo those which accrue to individuals consuming or producing a 
given activity. 

'^See, for e^^ample, Milton Friedman, 'The Role of Government in Education/' 
in Robert A. Solo, cd., Bconomic^ and the Public tntereBt (New Brunswick/ 
New Jersey: Rutgers University Press, 1^55). 
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considered by decision makers but social costs and benefits are 
ignored. 

The question of market imperfections or monopoly elements 
**eems to be less debatable than the issue concerning social gains 
from higher education. It is generally agreed that higher education 
is not significantly monopolistic. On the other hand, views on the 
social versus private nature of the benefits of higher education differ 
considerably. Little or no empirical evidence seems to exist to sub- 
stantiate or refute the existence or magnitude of social benefits or 
costs in this area. It is probably safe to assume that a large element 
of total benefits from higher education constitutes "private" benefits. 
At a minimum, one can argue that private benefits from higher 
education constitute a larger share of total benefits from education 
than is the ca^e, for example, with elementary and secondary educa- 
tion. Accordingly, one would expect the government role in ihis 
area to be somewhat more limited than in the area of elementary and 
secondary educationj^ Federal aid to higher education, one might 
argue, should be looked upon as accomplishing a redistribution of 
income function — by enabling students from low-income families 
to have greater access to the educational market, thus raising their 
income potential and infusing in it some elements of competition* 

A number of studies has shown that most federal-state aid 
to higher education accrues to families with above-average income 
and the size of the subsidy increases as income rises. This pattern 
of distribution of federal-state aid to education is clearly inconsistent 
with a goal aimed at improving the educational opportunity of the 
poor or the needy and leads to further inequalities in the distribution 
of wealth or opportunities* 

Alternative Federal Programs* Three plans are explored here as alter- 
natives to present federal aid to higher education. In all these plans, 
the federal role in higher education places emphasis on the educational 
needs of college students, that is, on providing funds to those who 
otherwise could not afford the cost of higher education.^^ 



^^Sce, for ei<«imple, H. Aaron and M. McCuIre, 'TubJic Cood^ and Income 
Distribution/' Economvtrica, vol. 35, no. 6 (November 1970). 
^^W. Lee Hansen and Burton A. Wcisbroad, Benefits, Costs and Finance of 
Pubtic Hi§^her Education (Chicago: Markham Publishing Co., 1969). 

Other sihemc*; may also be worth considering, such as a scheme for the full 
cost financing of higher education. For a detailed discussion of issues in such a 
program, see W. Hartman, Ei^uitxf Implications of State Tuition Potic}^ and 
Student Loans, Brookings Reprint 23S (Washington, D. C.j The Brookings 
Institution, 1972), 
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The first plan— which may be called a cost-sharing plan (CSP) 
-b a student grant program similar to the basic student grant in 
the 1^72 amrndmentH to the Higher Education Act. Federal aid, 
in this case, would be limited to student** \vho qualify for aid under 
the existing college scholarship test. The minimum grant would 
be $100. This would be a ''shared responsibility" program: the federal 
government, the state government, and the student >^ould share the 
cost of education, ^ ^ 

A second plan involves only the federal government, since state 
governments may opt to continue financing higher education by 
subsidizing the cost of education at public institutions rather than 
by giving direct aid to college students. The federal government, 
in this case, would channel direct aid to eligible students under a 
"libcrali/ed educational opportunity grant to college students" 
(LLOG). Liberalization of the present basic opportunity grants (BOG) 
system is essential if the federal role is one which aspires to give 
needy college students better opportunities for purchasing educational 
services. The present BOG system, with its $1,400 ceiling on the 
amount awarded, is tilted towards two-year and four-year public 
institutions; it provides little incentive for eligible students to enroll 
in priv^it^ institutions. The proposed liberalized educational grants 
would eliminate this aspect of the BOG system but would continue 
to make federal contributions directly related to student needs. 

A third federal aid plan, which is less costly than the previous 
two alternatives, w^ould be to give a tax credit to students enrolled 
in private colleges. This would be consistent with the administration's 
proposal to grant tax credits to parents with students enrolled in 
private elementary and secondary schools. The rationale behind this 
option is quite simple. Because state governments have elected to 
subsidize public institutions rather than college students themselves, 
a student's choice as to the form of institution he will enroll in is 
clearly distorted. In addition, federal aid under BOG, in effect, 
adds to the inequality of educational opportunity that already exists 
due to inequality in the distribution of economic power to buy educa- 
tional services, rather than providing students with ample funds 
to freely choose an institution. The tax credit scheme, by lowering 
the cost of private schools vis-a-vis public colleges, helps correct 
the existing imbalance in pricing educational services and thus 
improves market choices. 

' Cofit Sharing Plan (CSP). Under this plan, each student attend- 
ing or planning to attend an institution of higher education would 
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receive an education cost grant made up of the following shares: 
(1) A "state of residence" share equal to per pupil expenditures on 
higher education in his home state, (2) his own contribution equal 
to the expected family contribution as determined by college scholar- 
ship schedules, and (3) a federal share equal to the difference between 
the total cost of education at his chosen institution less the state 
share and reduced by the amount of family contribution. Thus, 
the federal C5P equals total education cost minus per student state 
expenditure minus expected family contribution. 

Under this plan, present forms of federal student aid would be 
eliminated in favor of direct payment to students. Efforts by state 
governments in the higher education area and thp scholarship test 
presently used by financial aid offices to determine the family 
contribution would be continued. The federal programs that would 
be eliminated are (1) student aid, including BOGs, (2) social security 
benefits to dependents of survivors attending college under the 
OASDI program, and (3) the double exemption given for taxpayer 
dependents who are college students. 

Tables 7-13 through 7-16 show the federal share per student, 
number of beneficiaries, reductions in federal outlays due to the 



Table 7-13 

CSP PLAN: FAMILY CONTRIBUTION SCHEDULE. 
AVERAGE PER STUDENT STATE CONTRIBUTION, AND 
FEDERAL CONTRIBUTION BY INCOME CLASS, 1975 



lncom« Clat* 


Aver«g« Family 
Contribi.tion* 


State 

ContrUsutton'i 


Ftdtral 

Contribution c 


Less than $5,000 


0 


$1,400 


$1,400 


$ fi.OOO - $ 7,500 


$ 160 


1,400 


1,240 


$ 7,500 -$10,000 


720 


1,400 


670 


$10,000 -$15,000 


1.327 


1,400 


73<' 


$15,000 and over 


1,533 


1,400 


0 



•SaMd on 1971 Colleg9 Entrance EKaminatlon Board estimates, 
b State contribution Is equal to per student state expenditure In 1971 excluding 
federal grants to states for higher education. This aid is assumed to remain 
constant for 1975-81. 

e Federal contribution is equal to average cost of education less family contribu* 
lion and state contribution. Federal contribution will be different for the period 
1976^1 because the cost of education is different (family and state contributions 
are assumed to remain the same). 

^No aid would be granted for amounts less than $100, 
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Tablft 7-14 

CSP PLAN: PROJECTED ENROLLMENT, INDUCED 
ENROLLMENT, AVERAGE COST OF EDUCATION AND 
FEDERAL CONTRIBUTION, FISCAL YEARS 1975-81 



Year 


Pro|«ct«d 
Enrollment 

(thousands) 


Induead NumlMr of 
Enrollment Ben«ficlarl«» 

{thousands)! (thousands) 


Avertgt 
Coit 


Avtragt 
Ftderai 

Contribution 


1975 


9,147 


1,810 


3,457 


$2,800 


$1,018 


1976 


9.457 


1,900 


3,583 


2,950 


1,177 


1977 


9.710 


1,926 


3,679 


3,120 


1,334 


1978 


9.930 


1,983 


3,749 


3,292 


1,518 


1979 


10.125 


1,982 


3.837 


3.472 


1,700 


1980 


10.284 


2,062 


3.890 


3,665 


1,892 


1981 


10,438 


2,096 


3.952 


3,866 


2,093 



• Based on enrollmont rates of eligibia population by income class. It is assumed 
that each income class up to S15,000 and over enrollment rate as a percent of 
eligible population is raised to the level of the Income class above it. 
Sources: Based on U.S. Office of Education 1970*71 distribution of students by 
income class, unpublished data; College Entrance Examination Boards E$ilni$t9s 
of the Distribution of the Federal Student Grant Funds: College Entrance Exam- 
ination Board. Manuat for Financial Aid Offloars, 1971: AEf LRBP estimates and 
asSi:«iiptions given In footnote 22, this chapter, 

elimination of some federal programs, and the net federal cost under 
this plan>*** From these tables, it can be seen that budget outlays 
on higher education would be increased by $1.2 billion over the level 

-'^^The estimated federal cost under the CSP plan for the period 1975-61 was 
bailed on the following data and afisumptions: (1) The percentage distribution 
of students in each income cla^^s remains the »ame as the distribution for 1970-71, 
(The 1970*71 data are based on Office of Education unpublished estimates.) (2) The 
average cost of education in each type of institution for the period 1975-51 is 
based on estimates of the College Entrance Examination Board for 1970*71 
adjusted for increases in the cost of education. [The education cost Index for 
each type of Institution is given by; for public institutions = .2 compensation 
per man-hour plus .5 rate of growth, private CNP deflator); for private institu- 
tions r;: .5 (A Compensation per man-hour plus .5 rate of growths private CNP^ 
deflator).] (3) Average expected family contribution is assumed to remain the 
same as that given by the College Scholarship Service for 1971. (4) By income 
class, enrollment is expected to rise at least to the enrollment level of the next 
income class, since the proposed grant provides students in each income class 
with better opportunities than those already available to them under the present 
system to purchase educational services. (5) Per student state contributions are 
equal to average state expenditure net of federal aid, which would be eliminated 
under the plan. (6) The distribution of students between private and public 
Institutions is assumed to rise to 40;^ in lieu of the existing 29:71 ratio. 
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Tabit 7-16 

CSP PLAN: ESTIMATED FEDERAL COST, 
FISCAL YEARS 1975-81 

(millions of dollars) 



inert iM in 
Savings Perional ineom* 

from Add-on Tax Rtvtnut Duo 



Yoar 


Grou 
Federal 
Coat 


Reducttona 
in Present 
Programa 


to 
Budget 
OuUaya 


to Elimination 
of Double 
Exemptlona 


Net 

Federal 
Coat 


1975 


3,520 


2,603 


917 


749 


168 


1976 


4,218 


2,701 


1,517 


772 


745 


1977 


4,909 


2,803 


2,106 


792 


1,314 


1978 


5.692 


2,898 


2,794 


811 


1,983 


1979 


6,523 


2,986 


3,537 


831 


2,706 


1980 


7,360 


3,065 


4,295 


842 


3,453 


1981 


8,270 


3,173 


5,097 


854 


4,243 



Soiirctt; Tables 7-13, 7-14, and 7-15, 

estimated for the administration's 1975 budget (including the relevant 
portion of social security benefits). This increment would grow to 
$5.1 billion by 198L Grants to state and local governments— under 
existing student aid programs— would be eliminated, while federal 
aid direct to students in the form of increased federal transfer pay- 
ments to persons would be increased* 

Lihcralizcii EduaUioml Opportumty Grants (LEOC). Under this 
alternative, the present BOG program would be modified in two 
respects. First, the Sl;400 ceiling would be eliminated. In its place 
a limit equal to one-half of the cost of education would he used. 
Second, the value of the grant would decrease by the amount of 
the expected family contribution, social security benefits, or G.I. Bill 
benefits. 

The plan calls for extending aid to college students in relation 
to their own or their family's income. For example, students (or their 
families) with incomes below $5,000 would receive half the cost 
of education at any institution of higher learning, whereas students 
from families with income above that level would receive decreasing 
amounts of aid. To determine eligibility for aid, as well as its 
amount, a financial statement would be submitted to college aid 
officers. In Table 7-17, average federal aid to college students, 
exclusive of family contribution by income class, is shown for fiscal 
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1975^81. Tabic 7*18 shows the number of eligible students, including 
veterans, and the federal cost of the program assuming that: 
(1) enrollment in each income cUss would be expected to rise due 
to this new program to the level of the income level above it, (2) 
eligible veterans are treated as additional enrollment, and (3) other 
forms of federal aid to college students, including social security and 
veterans beneftts (C*L Bill), would in effect be eliminated. 

As Table 7-18 shows, liberalization of the basic opportunity 
grants to cover virtually all of the eligible college population by 
1978, although costly in terms of additional funds that would be 
needed, guarantees all college^age students an opportunity to attend 
the college of their choice. Since the grant benefits both private 
and public colleges, some of the state funds tor higher education, 
which aim at subsidizing education only at state colleges, would 
be freed to provide supplementary state scholarships to those who 
need additional funds to meet the full cost of private institutions* 

Perhaps one of the most salutary effects of such a program 
would be its impact on educational changes at public institutions. 



Tabit 7-18 

LEOG PLAN: NUMBER OF BENEFICIARIES, FEDERAL COST, 
AND NET INCREASE IN FEDERAL OUTLAYS FOR HIGHER 
EDUCATION, FISCAL YEARS 1975-81 



Ymt 


Numbtr of 

(thousands) 


Total 
FMfcral 
Coft^ 

(miilioni) 


Rtduetion 
kt ExMNifl 
Programs « 

(millions) 


Nat 
Inertaaa 

bi Outlays 

(millions) 


1975 


5,118 


$ 5,846 


-$3,535 


$2,311 


1976 


9,770 


6,740 


-3,402 


3,338 


1977 




■ 7.627 


-3.540 


4,087 


1978 


12,972« 


8,459 


-3.553 


4,906 


1979 


12.998* 


9.507 


-3.S45 


5.962 


1980 


13.097* 


10.659 


-3.563 


7.096 


1981 


13,145« 


11.660 


-3.628 


9.232 



• Eiigitsle veterans under Q.L Bill are included. 

to Veteran! are aasumed to have zero family contributions. 

e Includes veteran payments under the QJ. Bill which is equal to the difference 

of this column and column (2), Table 7-16. 

^ Includes students from families in Income classes of $10,00(H(15,000. 
e includes students from families with Income above $15«000. In effect^ btglnnlns 
in 1973, the income limit does not apply and the number of beneflelariea would 
b# equal to total college enrollment including induced enrollnrent plus veterans 
covered under the GJ. Bill. 
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Since the proposed federal gr.int program would cover half the cost of 
education at any institution, public institutions would he induced to 
follow a more rational pricing policy for their educational services. 
Furthermore, tiincc student** enrolled in private institutions would 
have elective access to these funds (LEOG), both types of institu- 
tions*, but especially public institutions, would have to intensify their 
erforis to attract college j»tut^ents. Although such competition may 
lead to higher education costs and, thus to higher federal outlays, 
one can argue that such a price may be warranted, if it leads to an 
improvement in the quality of higher education. 

Riiiouiabh Ma cnuiits. In the same spirit that the President 
expressed in his 1974 budget message to Congress in proposing 
"legislation to provide an income tax credit for tuition paid to non- 
public elementary and secondary schools/' a case can be made for a 
tax credit for tuition paid to nonpublic colleges and universities. 
Most private institutions of higher education are faced with a finan- 
cial crisis in this and the following decade. This financial crisis, in 
large part, is thrust upon them by the underpricing of educational 
services at public institutions. Because state aid to higher education 
is in the form of institutional aid rather than direct aid to college 
students, public institutions have no incentive to charge tuition that 
is closely related to educational costs. In 19'69-70, public institutions, 
on the average, charged tuition which was about 44 percent of their 
total current expenditures, while private institutions were charging 
tuition of about 62 percent of cost. In addition, federal aid to higher 
education, if not adding to this imbalance in the price structure, is 
not sufficient to counteract the state subsidy to public institutions. 
Clearly, the delivery of educational services would be vastly improved 
if a more rational price policy were followed by public institutions. 
A tuition charge equal to 50 percent of the cost of education at both 
private and public institutions— <oupled wltn state-federal scholarship 
programs -would provide college students with the opportunity to 
choose the educational system they prefer. Proposals along these 
lines are undoubtedly controversial because they depart from the 
long-established philosophy of subsidizing :;tl!ers of education rather 
than those who consume it, The tax credit scheme may be thought 
of as a third best solution to the problem of higher education financing 
in that it would provide enough aid for the poorest students to be 
able to attend college. 

The basic ingredients of the tax credit plan can be summarized 
briefly. A tax credit for tuition paid by students in private colleges 
would be allowed with (1) a maximum equal to the amount of public 
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subsidy — the difference between tuition charges in public institutions 
and the west of education at these institutions, and (2) refundable 
credit for amounts in excess of $100. 

Because students enrolled in public colleges receive a direct 
subsidy in terms of lower tuition charges than those enrolled in 
private institutions, a tax credit would in effect remove such vast 
differences, thus improving the distributional effect of the state 
subsidy system. Furthermore, since the credit is refundable, all 
families with students in private schools would benefit from it irre- 
spec live of their tax liabilities. This feature would provide buyers of 
edui ational services with additional incentives to evaluate more care- 
fully the educational services offered in both types of institutions, 
since the credit would in effect lower the tuition differential between 
public and private institutions. 

The impact of this proposal on private and public schools is 
clearly warranted. In addition to easing some of the financial diffi- 
culties facing private schools, the tax credit plan increases the 
competition between public and private institutions because it lowers 
the supply price of private institutions and thus indirectly improves 
the functioning of the price system in the educational market. The 
cost of the tax credit plan will cle^irly depend on: (1) whether or not 
an income limit is imposed, (2) the number of induced enrollments in 
private schools, and (3) tuition charges at both public and private 
institutions. Assuming that the credit is not limited to specific income 
classes and that IS percent of full-time students enrolled in private 
schools receive tuition grants, the maximum cost of a tax credit plan, 
at 1971-72 levels of tuition and enrollment, would be about 
$2 billion>'^ 

Occupational, Vocational and Adult Education, Other 
Educational Aids, and General Science 

Occupational, Vocational and Aduli' Education* Categorical aid by the 
federal government for these activities is being sharply curtailed for 
197 A, In 1973, for example, grants totaling $504 miillon were made 
to state governments, including $384 million for basic vocational 
educational programs, $20 million for programs for students with 
spc»cial needs and work study, $26 million for consumer and home- 
making, $23 million for cooperative education, and $51 million for 

DaU used in the cfitimdtct? are from Proiectiom of Educaficffial Stati$tic0 to 
1979-80, 1970 edition, National Center for Educational Statlstict, pp* 29, 99 
•snd HQ. 
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aduit education. In the 1974 budget, these "categorical" aid programs 
aVe eliminated and most, but not all, will be absorbed by the newly 
proposed special revenue sharing for education. Estimated outlay on 
hese activities under revenue sharing is put at $238 million (with 
requested authorization for $443 million). Support for other vocational 
education categories, such as research and career education, will 
remain at about the same level in 1974 (about $45 million) as in 1973. 

The budget outlook for vocational and adult education during 
the period 1975-81 is given in Table 7-19, The projection reflects the 
administration move towards a "more flexible" approach to educa* 
tion, that is, eliminating categorical grants in favor of special revenue 
sharing. 

Other Educational Aids, "Other educational aids" covers a wide runge 
of activities including library resources, educational (renewal) devel- 
opment, educational activities overseas, the National Institute for 
Education, the National Foundation for the Arts and Humanities^ the 
Smithsonian Institution, and the Corporation for Public Broadcast- 
ing. Major changes in these activities in the 1974 budget are: 

(1) Proposed rescission of appropriations of $12 billion for 
educational renewal and $3 million for library resources. 

(2) Termination of some programs, under educational renewal, 
including new careers in education, drug abuse education, envi- 
ronmental education, and nutrition and health education- 

(3) Discontinuance of support of library programs (except col- 
lege libraries). 

(4) Transfer of special technology demonstration projects to 
the National Institute of Education. 

Projected outlays for other educational aids for the period 1975-81 
are shown in Table 7-19. The projection assumes that the admin- 
istration continues its support for research, innovation, and reform 
in education. Outlays for cultural activities also increase, especially 
in 1975 and 1976, to finance the American Revolution Bicentennial 
activities* 

General Science* Outlays by the National Science Foundation are 
estimated to be about $585 million in 1974, representing a 2 percent 
increase in outlays over the 1973 level. For the projection period 
1975-81, the growth rate assumed is 2.5 percent per year. Table 7-19 
shows projected outlays by the National Science Foundation for this 
period. 
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MANPOWER 



Dave M. O'Neill 



In a general way federal manpower programs have always been 
directed at improving access to jobs and job-related services for 
persons experiencing more than average difficulty in the labor market. 
Until the late 1950s the program area was straightforward and easy 
to describe. The individuals served were primarily workers who, 
although otherwise self-sufficient, had become involuntarily un- 
employed. The major services offered were job-finding assistance and 
formal skill training. Hnwevpr, sinre the early 1960s the situation 
has become much more complicated as a greater variety of groups 
have come to be served and a number of quite different program 
services developed. This chapter examines the budget outlook for 
this area and the rationale for and objectives of the various manpower 
programs and possible ways to improve their efficiency. 

The Budget Outlook 

In 1974, outlays for manpower programs will amount to $3*3 billion, 
$.6 billion less than estimated 1973 outlays. This IS percent decline 
is mainly due to the administration's phase-out of the Emergency 
FtTjpluymtnt Act programs. The administration's 1974 budget lays 
primary emphasis on assisting state and local governments — through 
revenue sharing— to meet their own specific local labor market needs. 
Thus about 40 percent of total federal outlays for manpower will be in 
the form of revenue sharing. The remaining 60 j>ercent is to be directed 
towards specific "high priority national objectives/' including em- 
ployment of welfare recipients, research and experimental matching of 
workers and jobs^ and insuring equal access to the job market* The 
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budget outlook for manpower during fiscal 1975-81 is presented in 
Table 8-1.^ 

The Array of Manpower Programs 

The groups served by the present array of manpower programs range 
from very disadvantaged yc uth (Job Corps, Neighborhood Youth 
Corps) through AFDC mothers and the physically disabled (Work 
Incentive Program and vocational rehabilitation) all the way to groups 
of fairly well educated adult workers who, although temporarily 
unemployed at the time of entry into the program, are not disad- 
vantaged in any permanent sense. The types of programs now include^ 
in addition to formal skill training in classrooms, skill training on the 
job, diiect provision of jobs (job creation programs), fairly elaborate 
and computerized employment exchange services and, finally, pro- 
vision of a variety of so-called supportive services like child care, 
counseling for health and emotional problems, et cetera. Some pro- 
gram categories specialize exclusively in one type of di«jtressed group 
(for example, lob Corps, vocational rehabilitation, WIN) while others 
serve individuals from a number of sociodemographic groups (for 
example, MDTA-Institutional and the Public Employment Program). 
Table 8-2 shows estimated outlays for both fiscal 1973 and 1974 for 
the various program categories. (The programs included in this 
tabulation include some which are put into different functional 



Table 8-1 

MANPOWER OUTLAYS. FISCAL YEARS 1975-^1 

(unified budget, millions of dollars) 



SfMndlng Cattgory 


1975 


197S 


1977 


1978 


1979 


1980 


1981 


Manpower training 


1.S 


1.6 


1.7 


2.9 


2.1 


2.2 


2.4 


Eniployment services 


.9 


1.0 


1,1 


.1 


1.1 


1.2 


1.3 


Other training services 
and manpower aids 




A 


J5 


A 


A 


A 


_7 


Total 


2.9 


3.1 


3.3 


3.6 


3.8 


4.0 


4.4 



8<Hire«: LR6P estimates. 



^ The projection isssumcs d national unemployment rate of 4 percent. Divergence© 
In unemployment rates between certain segments of the labor force arc, however, 
assumed to e%is>t. 
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Table 8-2 

ESTIMATED OUTLAYS ON FEDERAL MANPOWER PROGRAMS 
BY TYPE OF PROGRAM, FISCAL YEARS 1973-74 

(millions of dollars) 



Program Category 

— "» — — ' — ' — — — - — — ... — 


1973 


1974 


Special Manpower Revenue Sharing (SMRS) 




943 


Training programs 






MDTA-lnstitutionaM 


393 


SMRS«i 


JOBS program 


92 


96 


Other Oji programs ^ 


171 


SMRSd 


Job Corps 


177 


111 


Veterans OJT programs and other 


260 


287 


Job creation programs 






Public Employment Program 


1 08S 


•574 

Of H 


Neighborhood Youth Corps (all programs) 


407 


SMRSd 


Operation Mainstream 


82 


SMRSd 


Other specified Job creation^ 


61 


SMRS'* 


Other not specified 


119 


128 


Work Incentive Program 






Training 


320 


381 


Job creation 


70 


102 


Child care (employment related only) 


517 


582 


Vocational rehabilitation 


756 


824 


tabor market and employment services 


578 


588 


Program direction, research and support 


205 


192 


Total 


5,296 


4,808 



• Includes institutional training under the Concentrated Employment ProQram 
(CEP). 

b JOBS Optional. Public Service Careers, CEP. 
« CEP and Public Service Careers. 

Transferred to Special Manpower Revenue Sharing. 
Soi^rct: 1974 Special Analy$C3, Part 2-1, Federal Manpower Programs, pa 

categories in the budget projection model. Hence the outlay levels 
differ from those mentioned above in connection with Table 8-1,) 

Table 3-3 shows data on flows of new enroUees served during 
fiscal 1972. None of the individual federal programs (except perhaps 
for the Work Incentive Program) appears very large relative to the 
total nu*nber of individuals who fall into the various target group 
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Tabfo B-3 

NEW ENROLLEES IN SELECTED MANPOWER 
PROGRAMS, FISCAL YEAR 1972 



Category 



Program 



Number of New 
Enrofteea* 

(thousands) 



Training programs 

MDTA-lnstitutional 



150,600 
82,800 
82,100 
49,000 



JOBS Program 
JOBS Optional 
Job Corps 



Job creation programs 

Public Employment Program 
Neighborhood Youth Corps (all programs) 
Operation Mainstream 



226,100 
1,010,900 
31,400 

120.600 



Work Incentive Program 



Total new enrollees 



1,753,500 



» The average time spent in the various programs by the new enrollees is about 
four months. Thus, to conve.t the flow figures in this table to estimates of 
man-years of training and Job slots, divide by a factor of three. 
Source: Manpower Report of the President, March 1973. 

categories. For example, each year the number of individuals who 
experience unemployment at some time during the year runs to about 
14 or IS million, while the number of teenagers (14-19 years) in 
poverty families is over 3 million. 

Although none of the individual programs has grown very large, 
the expenditure level for the sector as a whole is significant as federal 
programs go. Moreover, until the recent budget stringency this pro- 
gram area had been characterized by immunity to both budget cuts 
and serious evaluative assessment. The importance of the problems 
being tackled by the programs (helping disadvantaged youth, welfa*tr 
mothers, the disabled, the unemployed) was always taken as proof 
of objectives actually hH^.g aJiIeved. But the tenor of the times is 
changing, I he mere existence of a social program is no longer taken 
as evidence that worthwhile services are actually being delivered. 
More hardheaded scrutiny of program performance has become the 
order of the day. 

The following sections address these questions: 

• What precisely are the rationales and objectives of the various 
federal manpower programs? 
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• What is the evidence on the cost/effectiveness of the existing 
programs in actually achieving their objectives? 

• Have the recent cuts in manpower spending by the Nixon ad- 
ministration been in line with the evidence on relative program 
performance? 

• What long-range changes in the role of manpower programs is 
suggested by the evidence? 

Rationale and Objectives of the Various Programs 

The major objective of manpower training programs is to raise the 
long-run earning capacity of participants/- The underlying rationale 
for having the government provide this service is that the groups 
being served do not have access to the knowledge or financing 
required to do it themselves — ^that is, there are significant imperfec- 
tions in the human capital market. In thinking about the validity of 
this rationale, it is important to distinguish sharply between the 
various groups being served by the training programs. For mature 
adult males, especially those with formal education through or beyond 
high school, the imperfections argument does not have nearly the 
plausibility that it does for disadvantaged youth. The job skills that 
might be useful to adult workers are at present widely available in 
the private sector of the economy. And the notion that these men 
would lack the information or motivation to undertake these invest- 
ments (in the absence of direct governmental provision) is belied by 
the vigorous growth in the private vocational-technical school indus- 
try over the last few years. 

Among the set of job creation programs it is important to 
distinguish the Neighborhood Youth Corps (NYC) program from 
the others. NYC is aimed exclusively at disadvantaged school-age 
youth and its objectives are primarily dropout prevention and pre- 
vention of juvenile crime and other antisocial behavior. The NYC 
summer program provides about 500,000 summer jobs mainly for 
inner-city disadvantaged teenagers. Its primary objective is that of 
reaching youngsters who would otherwise be likely to get into trouble 
in the summer months. The other part of the NYC program is 
primarily aimed at dropout prevention. Its role is to provide youth 
with jobs that easily dovetail with school attendance so that they 
do not have to drop out of school in order to help with family support. 

- lot the job Corps program, which deals with very disadvantaged youth, other 
obj<?ctJves are alw important— Improved health habits, reduced propensity for 
crime, ei cetera. 
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The other job creation programs are aimed at adults with the 
objective oi reducing unemployment, primarily among the long-term 
unemployed pour. The new Public Employment Program (PEP) has 
the additional objCiti\e of providing fur lucal public services that 
would have gone underfunded at the local level The small Operation 
Mainiitream program is targeted specifically toward creating rather 
modest public jobs for older long-term unemployed workers. The 
rationale for these programs appears to be based on two assumptions. 
One is that long-term involuntary unemployment is a significant cause 
of poverty. The other is that these types of hard-to-employ workers 
can be helped more rffii iently with this approach than they can with 
alternative pcMicy approaches to reducing unemployment— monetary 
and fiscal policy, migration assistance, et cetera. 

The Work Incentive Program (WIN) grew out of 1967 amend- 
ments to Title IV of the Social Security Act. In addition to the "income 
disregard" provision —providing a direct work incentive by exempting 
the first $30 a month and one-third of any additional earnings from 
welfare payments reduction— the 1967 amendments established the 
WIN training program. Subsequently, large amounts of work-related 
child care services also came to be provided under the WIN program. 
The main objective of WIN appears to be to enable welfare mothers 
to become se!f-5upp,>rting, or at least to reduce the overall costs of 
the AFDC program by having their earnings substitute for some 
welfare payments. 

The other major type of program in the manpower sector is the 
free employment exchange services provided by the network of 
federal-state Employment Service systems (ES);^ In a sense ES is 
the oldest of the manpower programs. It was created in connection with 
the introduction of the federal-slate system of unemployment insur- 
ance in the 1^30s. It experienced a tremendous surge of growth begin- 
ning in the late 1950s as it became the focal point for administering 
the myriad of manpower programs that began to develop at that 
time, Its latest surge of growth began in 1969 when President Nixon 
became convinced that computerized job-matching w^as a solution to 
unemployment problems. 

Why should the government provide free employment agency 
services? The belief that the private market will not provide the 
socially optimal amount of job information is deeply embedded in the 

A J{stu*i*iion ol iUv v(H»itiim*3f rc'h*ibilitation program ifs omitted. The major 
issue hvrc ap}u\n^ to he one of e^itimating whether all the dl<?ablcd who could 
benefit are being towered by the current ievc! of program funding. This is 
touched on briefly below. 
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public s mind and is probably related to bad experiences of early 
immigrants and migranti« with private employment agencief^. How- 
ever, it is not at all dear that this picture is valid today. The vast 
majority of nv^drrn wurkerii are muih mure mobiU» and well informed 
than the early immigrant workers were. Moreover, modern labor 
market research has revealed that informal channels of information 
(friends and relatives, business associates) are a much more important 
part of the job seart^h picture than formal channels. However, recent 
surveys have also revealed that disadvantaged and minority groups 
have mukh less access to these informal channels of job vacancy 
information than advantaged isnd majority workers do. Thus there 
is probably some role for government assistance in this area, but 
whether or not it should be in the form provided by the present ES 
system is not clear. 

As a final point, it should be noted that the objevtives of man- 
power programs are sometimes loosely stated in terms of global 
macropolicy variables (for example, "reducing the unemployment 
rate/' "shifting the Phillips Curve/' "reducing poverty/' et cetera). 
For a number ot reasons this way of specifying objectives can be 
very misleading. 

For example, the aggregate uaiemployment rate is influenced by 
a host of other variables that would swamp any effects of existing 
programs even if they were highly suicessful in reducing the amount 
of unemployment experienced by participants. Moreover, for some of 
the programs (for example, training programs) success need not result 
in lowered unemployment experience— the primary effect may be on 
wage rates. For others (WIN, ES) success might actually be asso- 
ciated with an incnui^' in measured unemployment — more efficient 
job-search methods might induce workers to quit to look for better 
jobs; greater work effort by AFDC mothers means higher labor force 
participation and, perhaps, higher measured unemployment also. 
And, finally, while it is true that existing manpower programs could 
be put in a position to exert a significant influence on the overall 
poverty problem, *.o do so they would have to Hp greatly increased in 
siae. Clearly, this would Lt; highly inadvisable unless there is some 
hard evidence that they have been achieving their objectives* 

Program Objectively 4nd Program Perforaunce 

Manpower programs have worthy objectives. But have they woiked 
in practice to achieve these objectives? For some of the programs and 
groups (training programs for the nondisadvantaged and the PEP) 
the existing evidence in distinctly unfavorable. This evidence^ com- 
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bined with the existence of promising alternative approaches to the 
same problems addressed by these programs, strongly suggests that 
they should be pha*»ed out completely. For other programs and 
groups (ES, WIN), the picture is a mixed one -unfavorable evidence 
on performance combined with no firmly established alternative 
approaches to the problems addressed. These programs should be 
frozen at fiscal 1073 levels of effort, and a serious effort at experi- 
mentation with alternative approaches undertaken. Finally, for one 
distressed group (disadvantaged youth) some evidence of favorable 
program performance is discernible. 

Training Programs* There is a voluminous and, except for the Job 
Corps program, mostly discouraging evaluative literature on most of 
the training programs, especially for the venerable MDTA^Institu- 
tional program.^ Put charitably, it is hard to find any solid evidence 
that the institutional training carried out under the MDTA has had 
any significant effect on the post-program earning capacity of its 
participants. This discouraging finding has been slow to permeate the 
consciousness of policy makers for two reasons. First, there have 
been a large number of what can be called "public relations" evalua- 
tion studies that always report finding significant program impact. 
However, on closer scrutiny one invariably finds that no control 
groups have been used and that only persons who complete the 
program (or some other select group like those found to be employed 
ninety days after termination) have been utilized in the ''before and 
after" calculation. 

A second reason for the favorable reception given MDTA- 
Institutional training is the fact that large numbers of eager enrollees 
have always been available to sign up for MDTA-Institutional classes, 
A reasonable person might ask, "If the program really has no post- 
program impact on earnings capacity, then why would ^nsible 
people keep on enrolling in the program?" The answer is simple. 
The individual enroilee receives a relatively generous training allow- 
ance as long as he is enrolled in the program. The MDTA legislation 
structured the computation of training allowances so that an unem* 
ployed person who is eligible for unemployment insurance benefits 

^foT det^tilcd surveys of existing srudict? Dave M, O'Neill, The Federal 
dn^crtimettf tvui Shvtpowcr: A Critici^l Look at the SiDTA-Im^titutional and 
loh Corp$ Pro^^ram^i ( VV.ishinglon, D. C; American Enterprise Iin^tiiute, 197$), 
»ind f rnst Strc^mndurfer, Revivto tuui Sx^nfUvs^t^ of Co^t/Eifccfix^eneBB Studies of 
Vacaiional and Tt'cJtftical Eduratioth Eric ClearinghouM? on VocaHonal Education 
and Tc hnical Educ»itlon; The Center for Vocational and Technical Education 
(CoIumtJUH, Ohio; Ohio State Univerfilty, 1972). 
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can both signiBcantly extend the duration of his benefits as well as 
increase the weekly amount received. 

The only glimmer of what looks like favorable evidence for 
training program results is in connection with the Job Corps. The 
sparse empirical evidence available indicates that the Job Corps 
has a beneficial effect on the earning capacity of disadvantaged youths 
who have gone through the program. Although the magnitude of 
this effect may be difficult to assess with existing data, it does appear 
to be greater than that provided by any of the other manpower 
programs seiving disadvantaged youth. 

Job Creation Programs. The most extensively evaluated program in 
this group has been the NYCJ* Most of the careful studies are 
discouraging with regard to the objective of dropout prevention. 
Usually NYC enroUees end up with the same dropout rates as a 
similar comparison group of nonenrollees. However, the NYC pro- 
gram does get high marks in terms of the objective of actually placing 
its target group in jobs. 

It may appear at first blush to be a simple matter for a public 
job creation program to result in placement of a speciHed target group 
in the jobs actually created. Although this has turned out to be the 
case for NYC (and also for the very small Operation Mainstream 
program), it appears not to have been the case for the PEP* 

What appears to have happened in practice Is that local gcvem- 
ments utilized part of the PEP funds to ease their own tax burdens. 
In other words, some unknown (but possibly very large) percentage 
of the program's 150,000 slots went to fill posts that would have been 
funded out of local borrowing or taxes in the absence of federal 
funds. Also, not surprisingly, the characteristics of persons actually 
hired is anything but a profile of the disadvantaged working poor 
population. For example, fully 75 percent were high school graduates 
or higher, including many old, retired military ofBcers who slipped 
in under a veterans preference clause that was supposed to apply only 
to Vietnam veterans.^ 

In short, the PEP in all likelihood has been a failure in attaining 
either the objective of reducing unemployment of th^ poor or in 
creating a net add-on to local public services. 

•'^O'Neill, MDTA and Job Corps Programs. 

Stfomwiorfrr, Ret^iexf? and $ynfbe$h of C0st/Eifccfix^cne$$ Sfudin. 
^See Siif A, Levitan ^nd Robert Taggart, 'The Emergency Employment Act: An 
Interim Asse!»§mcnt/' Mo*ithty Labor Review, June 1972; and The Public Em' 
ploymcnt Program: An Ei^aluaticn the National Urban Coalition (Woth- 
ingfon, D. C.i The National Urban Coalition, September 1972). 
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To be fair, it tphould be noted that the Emergency Employwent 
Act of 1971 created a public employment program that is a far cry 
from what was wanted by the more vigorous proponents of the public 
job-creation approach to poverty. The Nixon administration opposed 
the concept of public employment to combat povcity from the outset. 

However, it still appears that the failure of PEP has significance 
for conjecturing about the performance of more ambitious programs. 
After all, the only important difference between the existing EEA 
and the proposals of such legislators as Senators Walter F. Mondale 
and Alan Crans^ton is in the si/e of appropriations involved. 

The WIN Program. It is important to .distinguish between the 
"income disregard" and training program aspects of WIN. There 
have been a large number of studies ^ of WIN training program 
terminces. These studies usually conclude that the training received 
had little effect. "Placement rates" (the percent of all program 
terminccs that were in jobs 90 or 180 days after termination) are 
so low (10-15 percent) that it does not appear likely that the training 
programs of WIN have had much effect on anything except the 
overall costs of the AFDC program. 

There have not been many studies of the effects of the income 
disregard provisions of WIN. This is most unfortunate because this 
factor clearly has a large potential for inducing work effort among 
AFDC mothers. Moreover, and this is a factor frequently overlooked 
by students of welfare policy, the income disregard provision also 
has the potential for itKnumtt^ the AFDC caseload, This is because 
there are women with dependent children who, prior to the 1967 
amendments, chose to work at jobs paying a little more than the 
AFDC need standard. These women are now in a position where, 
for the same work effort, they can increase their total disposable 
income if they can manage (and they desire) to qualify for the AFEXT 
program. Thus, although the income disregard provision of VVIN is 
probably a powerful tool for increasing work effort among AFDC 
women, on balance it could turn out to be very costly. 

Indeed, one careful empirical study** concluded that in addition 
to increasing the average amount of work effort among AFDC w men 
the amendments had increased both overall AFDC costs and case- 



Set' thi' articles in the supplement to the lournal of Human Rc^ourc^^, volume 8 
(1^73). ' 

•'See Gary Appel, /jftn-f.-j of a Finaucc tnccntive on AFDC EmphymefU-, Michigan 
Lxpi^rivncc bcfuH%'ft /n/j/ i^^^-TO (MinneapolU, Minn,? Institute fer Interdisci- 
plinary Studies, 1972). 
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Iciiis. Thus for the program to be considered cost-effective it must 
be assumed that the nonmonetiiry benefits of having AFDC mothers 
increase their work effort (improved self-image, improved child 
development) outweigh these additional pecuniary costs. 

It would appear that the general public as well as many in 
Congress do not perceive the WIN program as presenting this kind 
of difficult cost-benefit comparison. Most people surely think that 
WIN operates to get people o^f welfare and therefore to reduce total 
welfare costs and caseloads. 

Employment Service. Although there exist numerous critical studies 
of the ES, none of them questions the rationale or need for having 
a publicly finanicd ami opcmfiui employment exchange. Very radical 
alternative!^ to the current delivery system have not received much 
attention. And thi^^ is unfortunate for, although one can make a 
convincing argument for the need for government to help fimwcc 
job search Lost*^ (especially for very low skill and poor workers), 
it does not toik>w that the most efficient way to deliver these services 
is via publitly operated employment offices. For example, it may be 
more cost-effective to allow the individual to utilize private employ- 
ment agency services and then reimburse him for the fee he has to pay. 
Clearly what is needed here are more wide-ranging evaluative studies 
than have been done in the past.*^* 

The recent ES compi terization of man-job matching has been 
subjected to evaluative study. The first major phase of computeriza- 
tion is now almost complete, Over 100 local "job banks" are in 
operation, covering almost all of the important ES systems in the 
country. These kual job banks contain inventories of all the job 
openings in tl\c local ES system and make daily listings of them 
available, via "job bank books/' to all the system's local offices. 
Thus, information on all available job openings in a given ES system 
arc available to any applicant walking into any local office. The 
next phase will involve computerization of the applicant's search 

^'♦In thU cor.iicctlon It will be important for the Labor Department to monitor 
ciu^ly the re««ult<i of an c:«fH^rimcTntal projeit In Cailfomii in which the cosii 
and benefits of having private employment agencies place dbadvantaged job- 
seekers were compared with tho«e of the public employment service, Thlis llttle- 
pubHci/ed proiect was funded by the Offite of Economic Opportunity (Grant 
Number CCl A/ 1) in August of 1^71, and it closely re«temble« the "per- 
formance ioniracting" experiment** that OEO funded in the education area. 
More information can be obtained by writing the Afisi^itant Director for Program 
Development, Office of Economic Opportunity, 12D0 L9th Street, Wasihington, 
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through job bank inventories. This is called on-line "man-job 
matching/' 

Al present there hrs been only one evaluative study of the effects 
of job banks on LS performance/^ This study concluded, that local 
job banks alone (without on-line matching) have had no effect on any 
of the easily measurable indicators of ES performance: time to fill 
job orders, quantity and c jality of placements, et cetera. Although 
the quality of the evaluative evidence can be questioned, it is such 
as to rl^^ny place the burden of proof on those who assert that 
adding on computerized matching will make a difference. This is 
quite a change from the situation in 1967, when the idea that com- 
puterization was a useful answer to the job search problem stood 
almost unquestioned. 

Proposed Cuts in Manpower Programs 

Table 8-2 above shows estimated outlays on federal manpower 
programs in fiscal 1P73 and 1974/^ The figures for 1974 are those 
proposed in the President's budget message (in the table, program 
categories that have been targeted by the President for special man- 
power revenue sharing are indicated). 

On balance, for the entire manpower sector, the President's 
proposed budget implies a cut from 1973 levels of about 9.3 percent 
For the group of programs included in revenue sharing, the cut 
amounts to 15,3 percent — from the $1,114 million that was spent on 
each categorically in 1973, to the $943 million earmarked for special 
manpower revenue sharing in 1974. For the programs that retain 
categorical funding, the distribution of the cuts is exceedingly varied. 
The Public Employment Program (PEP) and the Job Corps are cut by 
47 percent and 37 percent, respectively, while the Work Incentive 
Program (WIN) and the vocational rehabilitation program are slated 
for increases in outlays of 17 percent and 9 percent, respectively. 

Is the distribution of these proposed cuts in line with the evi- 
dence on individual program cost/effectiveness just reviewed? The 
President's proposals appear to go in the right direction with regard 
to PEP and MDTA, but in the wrong direction with regard to Job 
Corps and WhSI. At the least it would appek^ reasonable not to 

♦^Sec ]ab Banks nttd Job Matchiugj Evaiuatioft Results and Plans, JNS Memo-. 
ran'Jum, 1962-72 (Arlington, Va.: Center For Navat Analysis, 1972). 
^^TK' ^ aJcr is reminded that the programs ^hown in Tabic 8-2 include some 
^vhic h . "7 not classified as manpower programs in the budget. 
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hicrea$e the WIN program, given the ambiguity of the evaluation 
findings discussed above* 

Is there enough money going to manpower overall? There appear 
to be three issues involved here. First, can the Job Corps, NYC, and 
Operation Mainstream be boosted up to their universe-of-need levels 
by trimming down the proposed spending levels for the MDTA, PEP, 
and WIN programs? Second, with a practically nonexistent PEP and 
an overall unemployment ratio of 5 percent, what is to be done about 
unemployment? Third, given that outlays for vocational rehabilita- 
tion are programmed to iucnHiSi' by 9 percent, what is the recent 
angry reaction concerning this program all about? 

The answer to the first question is a definite yes. It is estimated 
that an expansion of about 20 percent in the size of the Job Corps 
over its fiscal 1973 level would suffice to extend its services to all very 
disadvantaged female as well as male youth J*' In terms of the figures 
in Table S-2, this translates into an "add-on" of $139 million to the 
proposed fiscal 1974 funding for the Job Corps. This amount could 
be obtained by holding the outlays on WIN in fiscal 1974 to their 
fiscal 1973 level Similarly the NYC programs could be returned to 
their peak year funding levels (fiscal 1972) by cutting into MDTA 
and PEP funds by about 10 or 15 percent. 

The answer to the second question is that there are many more 
efficient approaches to lowering unemployment than the public 
service employment approach. The able-bodied, nondisadvantaged 
individuals who end up in the PEP slots would be belter served by a 
combination of policies involving extended unemployment-insurance 
benefits and improved labor-market inform.ation services. Their iong^ 
run career prospects would probably be enhanced considerably over 
the career patterns induced by PEP employment. As far as the very 
hard-core structurally unemployed individuals are concerned, what is 
required is a much more targeted approach to job creation than that 
implicit in the PEP-type approach. In this regard, the success of the 
small Operation Mainstream program in placing very aged unem- 
ployed individuals should be studied. 

To answer the third question, one must know how many disabled 
people there are who could benefit from the program. Without this 
knowledge it is not possible to judge the validity of the current 
concern over funding shortfalls for vocational rehabilitation. It is 
true that the annual rate of increase of outlays for vocational rehabili* 
tation in recent years has slowed considerably from what it was in 
the late 1960s™from about 25 percent to 9 percent. Similarly, in 

J^O'Nelll, MDTA and Job Corp$ Prosratm. 
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terms of numbers of individuals served per year, the annual rate of 
increase has slowed from 14 percent to 3 percent. In 1973 the 
program served 1.2 million deaf, blind, and other types of physically 
and mentally disabled individuals. Is the fiscal 1974 level of funding 
(covering about 1.22 million disabled) sufficient to reach all who could 
benefit by this program? A good answer to this difficult question 
would require detailed analyses of data on numbers of disabled^ 
numbers of disabled being served sufficiently by other programs 
(for example, Medicare, et cetera). If needed, the administration could 
reprogram some PEP and MDTA funds to vocational rehabilitation 
for fiscal 1974, 

A Revised Role for Manpower Programs 

It is relatively easy to criticize existing manpower programs. It is 
much harder to be positive and suggest better approaches to the social 
problems that manpower programs have wrestled with* However, 
in this section an attempt is made to suggest a redirection of efforts in 
three areas of concern. New manpower program approaches are 
discussed for (1) disadvantaged male youth, (2) disadvantaged female 
youth, and (3) the elderly poor. 

Training and Other Programs for Disadvantaged Youth. First and 

foremost, for the ?Ji:'Hdisadvantaged clientele served by some of the 
training programs (for the MDTA-lnstitutional program this has 
run about 40-50 percent in the last few years) the governmeftTshould 
get out of the business of trying to produce and supply directly a 
very difficult product that is widely produced and available in the 
private sector. At most, this effort should be turned into a vocational- 
technical subsidized loan and voucher type of program and be admin- 
istered by HEW along with its student loan guarantee program. 

The private sector is efficient in getting much human as well as 
physical capital financed and produced. Manpower policy makers 
should recognise this fact and keep manpower programs away from 
problem areas that are much better handled by the private market. 

However^ there is one situation where the private market 
mechanism would be expected to fail— the case of the disadvantaged 
youth who, because of lack of information, funds, and motivation, 
fails to make the proper Investments in human capital at the crucial 
early stage in life. This type of case should be the major focus of 
manpower policy in the 1970s, Manpower policy should be integrated 
with existing policies relating to disadvantaged youth— rehabilitation 



166 



of juvenile orfenders, dropout prevention, career counseling, et cetera. • 
In fad, it would probably be a wise strategy to drop the term "man- 
power" altogether. A better name for the overall program area 
dealing with youth would be ''career development assistance." Its 
starting point should be the early years of high school {and the 
juvenile courts) and it should make available to disadvantaged young- 
sters a veritable avalanche of options and treatments — Job Corps, 
on-the-job training, two-year college, four-year college, migration 
assistance, marriage counseling, psychotherapy, et cetera. 

Disadvantaged Girls. A particular problem with disadvantaged girls 
is to prevent them from getting on the AFDC rolls. The current man- 
power policy approach to welfare mothers (the Work Incentive Pro- 
gram), although it has increased the total amount of work effort 
among AFDC mothers, has not dented either overall welfare costs ur 
caseloads. It would appear that the only permanent solution to the 
dependent children problem is through prevention rather than cure. 
Somehow, programs must be devised to make a young girl growing 
up in the ghetto feel that she will be better off if she foregoes the 
welfare "life style" and opts instead for an independent life with 
broader horizons. The precise nature of a program that will produce 
this result is one of the major challenges for social research in the 
1970s. Among the existing manpower programs, the Job Corps offers 
some promise as being one possible device for steering disadvantaged 
girls away from AFDC rolls. 

Detailed follow-up studies of female Job Corps terminees should 
be launched to see how well the Job Corps approach works in helping 
disadvantaged young girls avoid the welfare rolls. These studies 
would be expensive but clearly worth the cost, given the enormous 
importance of the problem. 

A Realistic Role for Public Job Creation Programs. Most of the 
proponents of large-scale public employment programs argue that 
unemployment is an important cause of poverty. Although this may 
have been the case in 1933, it is definitely not the case in. 1973.^* 
Stereotyped thinking notwithstanding, unemployment is no longer a 
significant cause of poverty. The vast majority of people who 
experience unemployment during any year are not part of the poverty 
population and, conversely, the vast majority of the poverty popula- 

5* For a more detailed discussion see Dave O'Neill, "Against a Federal Guaran- 
teed Employment Program/' Current History, vol. 65, no* 3d4 (August 1973), 
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tion does not experience involuntary unemployment. If modern 
poverty is> related in any way to the labor market, it is via the low 
wages that the working poor earn. Government policy may have a 
role here but it is probably not in the form of large-scale job 
creation programs. 

Table 8-4 gives the tlistribution of poor family heads and poor 
unrelated individuals by work experience in 1971. Note that fully 
half of all poor heads and unrelated individuals are in poverty for 
reasons that are not only totally unrelated to unemployment but are 
also only remotely connected to the labor market in any way— old 
age, disability, disease, and family disorganization. For the other 
half, those who worked either fuU-year/full-time or part-year, the 
inability to obtain anything but low-paying jobs, rather than unem- 
ployment, is the major cause of their poverty. Although the annual 
incidence of unemployment among the working poor is about twice 
that among the working nonpoor, the fact that work is only possible 
for about half the poor means that unemployment is only a very 
minor cause of poverty in the present U.S. economy. 

Thus, the size of the job creation program that would be implied 



Table 8-4 

WORK EXPtRIENCE OF FAMILY HEADS AND UNRELATED 
INDIVIDUALS BELOW THE LOW-INCOME LEVEL, 1971 

(In thousands) 



Family Heads Unratatad Individual* 



Woric Exparience 


Number 


Percent 




Number 


Percent 


TOTAL 


5,231 


100.0 




5,151 


100.0 


Worked 

Full time, full year 
Part year (u)« 
Part year (other) 


2,809 
1.084 
655 
1,070 


54.0 
20.7 
12.5 
20,4 


} 


1,622 
292 

1,330" 


31.5 
5.6 

25.4 


Did not work 

Unemployment 
Other reasons 


2,422 
118 
2,304 


46.0 
2.2 
43.8 




3.530 
83 
3,447 


68.5 
2.3 
66.2 



• Those who gave unemployment as the reason for not working a full year. 

No data are published showing reason for the part-year experience of unrelated 
part-year workers. 

Source: U.S. Bureau of the Census, Current Population Reports, P-eo, no. 86. 
'•Characteristics of the Low-income Population, 1971" (Washington, C: U.S. 
Government Printing Office, 1972), Table 26, p. 97. 
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by the relation between unemployment and poverty would be a very 
modest one, f^rhaps about 100,000 job slots at the very maximum,***^ 
However, in order to ensure that this small-scale program actually 
reaches the long-term unemployed poor, major changes in the 
administrative methods used to implement public job creation pro- 
grams will be required. 

Perhaps the most important administrative innovation would be 
to stop using simple measures of unemployment incidence as a basis 
for geographical allocation of funds and individual eligibility. Under 
the EE A's allocation rule, the amount a state receives is a direct 
function of the number of unemployed individuals in the state 
regardless of their distribution, either by reason for becoming unem- 
ployed or by duration of unemployment. Although this simple- 
minded allocation might have been sufficient in the 1930s, when 
unemployment and poverty were largely overlapping, it can lead to 
inequitable allocations by area in the current period. Many relatively 
prosperous, high growth areas of the country (for example, Cali- 
fornia) have had above-average unemployment rates for the past 
fifteen years. The reason for this phenomenon has absolutely nothing 
to do with poverty. Indeed, it has to do with something opposite to 
poverty — the migration of large numbers of nonpoor people seeking 
to better their economic opportunities. In-migrants always experience 
-above-average unemployment after they arrive in a new area. Thus 
in order to ensure that funds will actually get targeted on the 
structurally unemployed poor, the legislative rules for area allocation 
and eligibility must utilize information on duration of unemployment, 
age, wage in last job, reason for becoming unemployed, et cetera. 

Another key aspect of a well-targeted job creation program is 
that the types of job slots created be realistically in line with the 
abilities of very low productivity, older workers. If the legislation 
mandates the creation of fairly high quality jobs (along with mod- 
erately high salaries), this will greatly reduce the probability of the 
poor actually being hired into them. Also, it might create serious 
inequities between the working poor in the private sector and those 
structurally unemployed poor who end up in public jobs« 

^^Thift figure is arrived at by dividing the total number at poor people who 
eKcperienced any unemployment in 1971 (about 1,000,00(3; see Table fl-5) by 5 
dnd dividing the result In h^lf. Dividing by 5 assumes that the average duration 
of unemployment is |bout 12 weeks. Dividing the result in half is to allow for 
the usual amount o| |hort duration unemployment experienced by all groups 
in the labor force. 
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Expenditure Effects of the Proposed Redirections 

It is difficult to draw any precise implications about changes in man- 
power *?ector expenditure levels from the foregoing analysis. Table 8-5 
shows one possible redistribution of the fiscal 1974 expenditure total 
of $4.8 billion (set' Table 8-2), 

A somewhat revised set of program categories is suggested by 
the above discussion of program redirection. The expenditure figure 
for the older worker job-creation program assumes that the program 
would consist of 100,000 job slots at an average salary of $6,000 
per slot. The figure for the NYC summer program would suffice to 
put that program about 100 percent above its previous peak year 
(fiscal 1972) level. The expenditure levels for ES and vocational 
rehabilitation would just about keep them at their current (fiscal 1974) 
levels. However, the expenditure level for ES should be significantly 
increased during the lP70s if the computerized matching of people 
and jobs proves successful. Finally, the S2 billion figure allocated to 
the career development programs is based on only very rough con- 
jecture. It more or less represents all the fiscal 1974 training program 
category funds plus all the WIN program funds. To determine 
whether this will be enough to handle the problem of getting (and 
keeping) disadvantaged youth on the right track during the 1970s, 
two important questions will have to be researched: What is the level 
and quality of local, state, and private charity efforts in this area? 
And, what is the precise size of the disadvantaged youth population 
that will have to be served? 

Table 8-S 

A REDISTRIBUTION OF FISCAL 1974 EXPENDITURES BY A 
REVISED SET OF MANPOWER PROGRAM CATEGORIES 

(mhllons of dollars j 



PfOflf m Ciittflo fy ^ ^ Exptnditure Uvil 

dareer development programs^ 2,000 

Job creation programs 1,200 

Older worker program 600 

NYC (summer program) 600 

Vocational rehabilitation 1,000 

Employment Service 600 

Total 4,800 

• Can Include Job Corps-type programs, counseling programs, disadvantaged 
girls' programs, and others. 

SMfct: See text discussion. 
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The Budget Oullook 

Federal outlays on health have grown at an enormous rate over the 
last decade. In fiscal 1964, the total amount spent was only $1.7 bil- 
lion. For fiscal 1974, the budget estimates the spending of $21,7 bil- 
lion, a twelve-fold increase or, put another way, an annual growth rate 
of almost 30 percent per year. Of course, the main reason for this 
huge increase was passage of Medicaid and Medicare legislation in 
1965. Spending on these two government programs will continue to 
grow rapidly, fueling a large expansion in health outlays despite some 
important health budget cutbacks discussed later in this chapter/ The 

-1- projections shown in Table 9-1 imply an average annual rate of 
growth in total health outlays of 12 percent per year between fiscal 
1974 and fiscal 1981, The annual rate of increase for Medicaid, 
Medicare, and the Nixon administration's proposed new health plan 
is assum^^d to exceed 13V2 percent over the same period. In lar^ 
part, this increase is due to a growing eligible population, increases 
in utilization, and inflation in medical costs, but recent legislative 

^^^^^^^^^^^^^^^^^^ c^^ have also added significantly to the growth rate. The most 
" expensive new items are the provision of kidney dialysis to those 
In the social security system, the extension of Medicare to the dis- 
abled, and the expected discovery of new ellgibles for Medicaid as 
— r:"-" the result of federalizing welfare for the aged and disabled (all passed 
: October 1972). 

- - The Medicare projections were based on data provided in the 
1972 annual reports of the board of trustees of the Federal Hospital 
Insurance Trust Fund and the Supplementary Medical Insurance Trust 
Fund* The resulting outlay projections were then adjusted upward 
for legislation passed since the trustees' reports were written. The 
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Tabtft S-l 

PROJECTION OF OUTLAYS FOR HEALTH, 
FISCAL YEARS 1976^1, ASSUMING 2V2 PERCENT 
ANNUAL INFLATION RATE 

(billions of tioilars) 



Item 1975 1976 1977 1978 1979 1980 1981 



Development of health 

resources 2.8 2.7 2.7 2.7 2J 2.9 3.0 

Providing or financing 
health services 

Health insurance 21.0 24.6 27.5 30.7 34.3 38.3 42.8 

Other 1.1 1.1 1.2 1.2 1.3 1.4 1.5 

Prevention and control of 

health problems .7 .7 J .7 .7 .7 .8 

Total 25.5 29.1 32.1 35.4 39.1 43.3 48.0 



• Includes Medicaid. Medicare, and the amounts allocated to the administration's 
new health plan. 

S(Uirc«: See discussion In text. 

Medicaid projections were estimated using a base somewhat higher 
than that found in the 1974 budget. The budget estimate was adjusted 
upward because H.R. 1 gave states and localities considerable flexi- 
bility to cut back their Medicaid programs, and the budget projects 
savings amounting to $700 million in fiscal 1974 ^ because of this 
change. The author believes this to be overoptimistic and projects 
savings of only $400 million. 

For programs which were expanded in the budget, for example, 
cancer, heart, and lung research, outlays were raised to budget 
authority levels as soon as seemed practicable. Then program outlays 
were increased at the assumed rate of growth of wages. Where cut- 
backs occurred, as in health manpower and mental health centers, an 
attempt was made to discover the rate at which past commitments 
would be satisfied. Then these programs were held constant at their 
new budget authority levels. For programs in which no change of 
policy was indicated by the budget, outlays were assumed to expand 
at the rate of growth of wages. 



* Fi$C(tl t*^74 Budscf, Appendix^ p. 442. 
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Policy Issues 

Health Insurance. In r^cenl years there has been a large number of 
health in^^urance proposals. Thirteen major bilb were introduced in 
the 92nd Congress, some of which \vould expand the size of the 
federal sector more than 20 percent. Many of these proposals have 
been reintroduced in the 93rd Congress, and the administration's 
1974 budget • promises to resubmit an overhauled version of its 
1971 proposal. It is obviously necessary to ask what has stimulated 
this intense activity. 

There are a number of areas of possible concern. Let us first list 
them, and then proceed with a brief analysis of each, asking whether 
they justify a fundamental change in our health insurance systems. 

(1) There is concern over the general health of the nation, and 
a feeling that the situation would be improved if all groups — 
rich and poor alike — consumed more health care, 

(2) Another area of concern is centered not on the average 
consumption of health care, but on its distribution. In particular, 
it is believed that the poor receive insufficient care, and there 
is also concern over the doctor '"shortage" in rural and urban 
slum areas. 

<3) The continuing increase in the cost of health care is the final 
major concern. The high cost can, In turn, imply that a serious 
illness becomes a financial catastrophe even for relatively affluent 
families. 

Cem'ral Icxwl of health care conBumptiotu The view that we do 
not generally consume ''enough" health care may be based on the 
purely paternalistic notion that people do not know what is good for 
them and they should therefore be induced to buy more through 
various subsidy plans. On the other hand^ there may be a more 
selfish motive behind the desire to stimulate more consumption. A 
person who does not spend much on preventive and therapeutic care 
may spread communicable diseases to the rest of us. Even if his 
disease is not communicable, it may become more serious as the result 
of neglect, eventually forcing the person to become a ward of the 
state. Such persons can create a drain on the Medicaid or Medicare 
programs, thus increasing the tax burden on the rest of the populace. 
However, it should be noted that expenditures on preventable or 
curable communicable diseases represent a tiny proportion of total 
health care costs. 



173 



RUDOLPH C. Pi NNLR 

To evaluate the view that we arc not consuming enough health 
care, it is necessary to have some information on whether Increases 
in health inputs would have a productive impact on the health of the 
nation. Unfortunately, the statistics arc confusing and experts differ 
widely on how they should be interpreted. On the one hand, the 
usual indices of health status paint a bleak picture for the United 
States. In 1968, we ranked eighteenth in the world in male Hfe^ 
expectancy and fourteenth in infant mortality.^ On the other hand, 
the United States spends more on health care both per capita and as 
a share of GNP than do many of the countries that have superior 
health statistics. Moreover, we have experienced vast increases in 
expenditures on medical care since 1960 without a signiHcant impact 
on the trend in life expectancy. 

This paradox can be interpreted in very different ways. To those 
who advocate fundamental reforms in our health insurance systems, 
the evidence implies that our health care delivery systems are horribly 
inefficient and that changes in the quantity, composition, and dis- 
tribution of health care would be highly productive.*^ To those who 
arc more cautious about radically changing our approach to health 
care, the evidence indicates that there is only a weak functional rela- 
tionship between the consumption of health care and health status. 
These observers feel that life style, diet, and cultural heritage are also 
important factors. Evidence is cited which indicates that male life 
expectancy actually varies inversely with income levels/ 

Obviously, we cannot resolve this complex issue in this brief 
analysis. We can only note the major uncertainties and advocate 
some caution before undertaking any enormously expensive reforms 
in our health care delivery systems, 

DiBtribiiiion of health care. This concern takes two forms. 
First, there is a belief that the distribution of health care across income 
groups is inequitable, with the poor suffering from inadequate services. 
Second, there is also concern over the geographical distribution of 

-Ddt4 cited by Arnold Packer, "The Health-dre Financing and Payment 
Syjitems/' unpublished manujicript, Committee for Economic Development, Wash- 
ington, C, l97lf p. 2. 

*^ For cxampic, see Victor Fuchs. 'impa^ . oi National Health Insurance Plans on 
Costs: A Framework for Determination/' published in hlathnat HeaUh lmurMC€: 
Conference Procecdit^gh ^d. R. D. Ellers and S* S. Mogerman (Komewoodi Illinois: 
Richard D. Irwin, Inc., 1971). pp. 154-200. 

* Charles T. Stewart and Corazon M. Siddayao, Increasing the Supply of Medical 
Per$0hncl (Washington, D. C: American Enterprise Institute, 1973), Qiapterf 2 
and 5. For detailed dkcu^sion of the uncertainties involved in interpreting the 
data, see Rita R. Campbell Ecoftomic$ of Health and Public Policy (Washington, 
D. Cj American Enterprise Institute, mt), pp. 41-S2. 
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he«alth care with «in alleged Uoitor shortage in rural areas and in the 
slums of our largent vitien, 

The problems posed by the lack of health care consumption 
among the poor have been mitigated *4omewhat by the iniitltution 
of Medicaid in the middle IPbOs. Between 19^2 and 1968, the rates 
of hospitalization for the low income population rose from 94.7 per 
thoui^and to 114.5 per thousand. Between 1964 and 1969, physician 
visits per capita' for the f^ame group rose from 4.3 to 4.6. By these 
measures, low income groups are actually now consuming more 
health care per capita than middle and high income groups whose 
consumption has fallen in the Medicaid era/' although perhaps not 
more relative to their needs. 

Moreover, these data do not imply that the treatment of the poor 
is equitable. Medicaid plans are designed at the state and local levels 
with the federal government providing financial support totaling 
roughly 55 percent of costs. Plans vary greatly from state to state 
and two states have no plan at all. Some states serve only those on 
welfare, while others also serve the ''medically indigent" — basically 
the working poor. Some states provide dental care, others do not.'* 
Consequently, the federal government's contribution varies greatly 
from state to state. For reasons of equity^ to some it seems preferable 
for the federal government to guarantee at least a minimal level of 
benefits which state and local governments could supplement solely 
out of their own funds if they wished. In this regard, the administra — 
tion proposed a Family Health Insurance Plan in 1971 to replace 
Medicaid for families with children and has promised that a new 
version will soon be presented. The administration approach will be 
analyzed in detail later. Here, It must only be emphasized that argu- 
ments for treating the poor more equitably only pertain to plans 
which focus on the poverty population^ however defined. They do 
not provide any support for making huge resource expenditures on 
comprehensive plans which would serve the entire populace. 

Another alleged medical problem is the maldistribution of medi^ 
cal services around the country, particularly the ''shortage" of doctors 
in rural and slum areas. In part, the rural problem may be one of 
severe discontinuities in the production of medical care in sparsely 
settled areas. For example, in certain places there may only he enough 



^Charles Schultzc ct al.. Seffms Kathtta! Pri0ritie$: The 1973 Budscf, 
pp. 224-225. Low income defined at^ under $4.CW in IH2 and 19^4 and below 
$5,000 In 190B and 

^Thc 1974 budget «iusgc«>ti» ending federal support for the proviiion of dental 
care. 
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d^m^ind to provide an adequate income for one-half of a doctor, but 
in many place?; part-lime service iray not be fea^iible and doctors 
may be available only in unit^ of one. In other places, one doctor may 
have too tnuch to Jo and niedikal elhiis may prevent him from 
charging a high enough fee to reduce demand. Vet, at existing fee 
leveli» there may not be sutficient demand to warrant doubling inputs 
to two dovtorii. In slum areas, the problem is two-fold. On the one 
hand, doctors demand higher incomes to work under unpleasant 
conditions and, on the other, low patient incomes make it difficult 
to generate the demand necessary to provide remuneration sufficiently 
high to attrac t more doctors, 

While such problems are often used to provide evidence of a 
health care ''crisis" in this country and the health care crisis is in turn 
used as a justification for a comprehensive health insurance plan, 
it must be noted that a health insurance plan applying to all areas 
and all income groups may in fact intensify the problems noted 
above. A comprehensive plan will increase the demands of the 
affluent as well as those of the poor. Since the affluent, educated 
members of our society usually prove to be more adept at taking 
advantage of government programs than do the rural and urban 
poor, the result may be that the doctor shortage v/ill actually be 
intensified in rural and slum areas. Even if this hypothesis is incorrect 
and a national health insurance plan does increase the demands of the 
slum and rural population relative to the urban and affluent popula- 
tion, it is a terribly crude weapon for a very special, narrow problem. 
Many who have studied the slum problem feel it might be better 
attacked by a plan focusing on the poor, while the rural problem Is 
probably handled better by collective action at the local level to 
subsidize rural doctors. In either case, the problem should become 
somewhat less serious in the future if no further legislation is passed, 
because most projections imply a substantial increase in the supply 
of doctors* 

The discussion thus far has not uncovered an important need 
for a universal health insurance plan. It is necessary to consider the 
possibility that the impetus for a comprehensive plan may have 
gained momentum not because of a vital need for such a plan, but 
rather because its provision is verv much easier now than it would be 
if the need were greater. Governments often find it most feasible to 
take over services that are already being consumed by the vast 
majority of the population. Then, the amount of resource reallocation 
and the concomitant disruption to society h less severe than it would 
Jbe If none of the service were currently being consumed. For 
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example, E. G. West argues that vast amounts of education wer^ 
consumed privately before public education was conten*^ated In 
Britain in the nineteenth century and that this gi^atly eased the 
trannitian to public education.* In the same manner, the fact that 
SO percent of the portion of the population under age 65 already have 
some sort of private health insurance, another 20.6 million receive 
Medicaid, and OS percent of the over-oS population have Medicare^ 
would greatly reduce the net resource costs of a comprehensive public 
plan, because it would simply take over the financing of services 
ah*^ady publicly or privately financed. This should not be interpreted 
to mean that a comprehensive medical plan would be cheap. Cost 
estimate;^ will be discussed later in our analysis of the Kennedy- 
Griffith legijL^Hon. However, the net cost will be very much less than 
it would be if we were not already consuming so much private and 
public health insurance. On the oth^r hand, it seems foolish ti 
implement a completely universal health insurance plan in order to 
serve that 10 percent currently not covered by either private or public 
insurance (this group consists largely of the self-employed of low 
income, people working for small employers, and female-headed 
households whose income is greater than the Medicaid limits) and 
to add somewhat to the generosity of the plans now serving the 
other 90 percent of the population. A plan which focuses directly on 
the problem areas would seem more sensible. 

The co^t of autotrophic illnesB. The possible financial burden 
imposed by a serious illness has risen rapidly In recent years for two 
reasons. First, highly sophisticated and expensive life preservlrf? 
technologies have become available that did not exist pi%viousl>. 
Second, the relative price of all forms of medical care has risen 
rapidly in the last decade. Between 1960 and 1971, the medical care 
component of the consumer price in iex rose 62 percent, physicians' 
fees rose 69 percent, and hospital daily charges rose 186 percent, 
This compares to an overall rise in the consumer price index of 
37 percent. 

There are a number or possible reasons tor this significant 
increase in the relative price of medical care. First, the price indices 
are imperfect and do not completely reflect the fact that there have 

"See "Refiource Aliocation and Growth in Early Nineteenth-Century Brltlih 
Education/' The Ecommic Hiitory Rmew, vol. no. 1 (April 1970), PP* 6$-9B} 
and E. G. West, Educatiott atiH the State (Levitlown, N.Y,: TrAniatlantic Arti, 
Inc, 1^5), 

^ Department of Health, Education, and Welfare, Toward$ a Si/$fematic Analy$U 
of Health C^rc in the Uttit€d StatcBf A Report to the Congre$$ (Wafhington, D,Ci 
tJ.S. Government Printing Office, October 197Z), p, t$. 
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been rapid technological changes in medicine and that we are, now 
buying higher quality services with each physician's visit or\stay 
in the hospital. In other words, part of the increase in price isj not 
true inflation but simply reflects the fact that we are buying a slightly 
different, and presumably better, product than vve did in' 1960. on 
the oti Li '?and, some of the price increase certainly does reflect the 
fact tu\i are also paying more per quality unit than we did in 
1960. A large part of this change is the result of a rapid increase 
in relative demand stimulated by the spread of private insurance and 
the implementation of Medicaid and Medicare in the middle 1960s, 
When a person is insured, he is much more likw^^v to consume the 
so-c led discretionary medical services than he is if he must pay the 
whole cost himself. (Discretionary services are those whose value is 
highly uncertain, but which may possibly have some expected net 
benefit.) Because of this phenomenon, the demand for total medical 
services is quite sensitive to the portion of cost borne by the patient. 
For example, a study by Rosett and Huang estimates that expendi- 
tures for physicians and hospital services will be almost doubled if 
the patient's share of costs is lowered from 35 percent to 10 percent 
for zero deductible insurance policies. Where the patient pays 10 per- 
of the cost, an increase in the deductible from zero to 20 percent 
of uicome reduces expenditures by more than SO percent.^ As addi- 
tional evidence, Stewart and Siddayao note that ^after the institution 
of Blue Shield there were four times more tonsillectomies performed, 
and tivice as many appendectomies, mastectomies, and hysterectomies 
as before/' 

The discretionary demands induced by the spread of insurance 
have, of course, raised the prices cf both discretionary and more 
essential services. This and, more important, the availability of very 
sophisticated and expensive life-prolonging technologies means that 
a very serious, long-lasting illness can become enormously expensive. 
Even relatively affluent families must face the possibility that a 
serious illness can make them destitute. 

It may be this possibility and not a general lack of medical care 
r:for ordinary illnesses which represents a most serious contemporary 
rnedical problem. An immediate question is why has the private 

^»Sc«? ' The tffects of Health Insurance on the Demand for Medical Care/' part 1, 
l.mtunt Polifical Ecommxh vol. 51, M. 2 (Match/April 1973), pp. 261-305. 
Of couf*ie, *»«ih fstimatc^i are <»ubject to numerous qualifications and various 
stuJicfi have produicd quite different results, bx\t, in general, numerous studies 
document significant i^ensitivi^ o demand ko the presence of insurance, for a 
brief revie^v, f^e HEW, Tcwafd^ it Systematic AftatyBi$ of Health Care, p. 19. 

^^lticrea»ins ih'^ ^'ipply of Medical Per^ottttel, Chapter 4« 
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insurance market not provided adequate protection against cata- 
strophic illnesses. To a large extent it has, and the sales of insurance 
which provide such protection are growing rapidly. However, such 
insurance currently covers only about a third of the population and 
a large part of the remaining population is covered by insurance 
which pays only for ordinary expenditures and which has an upper 
limit on benefits that is insufficient to cover true catastrophies, Tliis 
is known as "shallow coverage" insurance. 

The next question is whether the government should intervene 
and provide catastrophic coverage or whether it should wait for the 
growing private market to take care of the problem. There are certain 
market distortions which encourage "shallow coverage" insurance 
and retard the pread of catastrophe insurance. Of course, govern- 
ment does not intervene in every case where distortions exist. 

One of the artificial inducements to purchase shallow coverage 
insurance is of the government's own making and originates in the 
tax system. Under income tax law one cannot deduct direct medical 
expenditures which total less than 3 percent of adjusted gross income, 
but an individual or an employer can deduct all or part of a. premium 
for health insurance covering such expenditures, whether it is paid 
on one's own or on an employee's behalf. The value of this tax 
deduction is substantial, and Feldstein and Allison have shown that 
it lowers the after-tax cost of health insurance for the average person 
to 3 percent less than the actuarial value of the benefit provided.^* 
Once the net cost of an insurance premium is lower than the expected 
value of the benefits, one's behavior toward insurance is altered 
radically. In the normal case where tax subsidies do not apply — or 
apply equally to insurance premiums and uninsured outlays — one 
buys insurance only against large expenditures which cannot be 
anticipated with any degree of certainty, and one must pay for such 
protection by paying a premium higher than the actuarial value of 
benefits because the insurance company must cover not only its claims 
but also its operating expenses while providing some profits for its 
owners. Because insurance is expensive in this sense, one does not 
normally buy it for protection against regular expenditures, which 
can be anticipated with some degree of accuracy. For example, if one 
knew with virtual certainty that one would do $50 damage to one's 
auto per year, one would ordinarily plan ahead for this outlay and 
would not buy insurance against this sort of damage because the 



Martin S. Feldstein and lli/abc^h Allison, 'Tax Subsidies of Private Health 
IniJUfancc: Di*itribution, Revenue loss and Effects/' unpublished manuseript^ 
Harvard Institute of Economic Research/ Dlscus^io^ Paper No. 237, April 1972* 
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cost of the latter would significantly e)^ceed $B0. However, If the 
premium for this type of insurance was tax deductible whereas the 
damage was not, and if the value of the tax deduction brought the 
net cost of the premium down to, say, $49, one would be foolish not 
to buy it because one could be virtually certain of getting $50 worth 
of benefits at a cost of $49. This is exactly the situation which 
prevails for shallow coverage health insurance. Consequently, people 
are induced to buy insurance against fairly small, readily predictable, 
heahh expenditures, even though they would never contemplate 
buying such insurance without the tax subsidy. Once insured, they, 
of course, consume more health services, and as noted previously, 
this has undoubtedly been one of the main factors driving up health 
costs since World War II. 

The tax system does not provide the same incentive to buy 
catastrophe insurance because medical expenditures in excess of 
3 percent of income are deductible from taxable income. In other 
words, both the insurance premiums and uninsured expenditures 
are subsidized equally by the tax system. Put still another way, 
the tax system already provides partial insurance against catastrophes. 
The deductible is equal to 3 perccn^ of income while the taxpayer's 
share of medical expenditures above this amount is lower, the higher 
his marginal tax bracket. It should be noted, however, that this 
tax-subsidised catastrophe insurance system is only relevant to people 
who itemize on their tax return; in other words, it is primarily for 
the middle and upper income classes. 

There are other institutional arrangements which probably 
retard the sale of private catastrophe insurance. People realiic that 
they would seldom be required to bear the entire cost of a very serious 
illness. Once the financial burden reached a certain level, the deple- 
. tion of their financial resources would qualify them for some sort of 
state aid, and even before this point is reached, the medical estab- 
lishment might show some leniency in collecting bills that are very 
large relative to a person's financial resources. In other words, public 
.and private charity provides a floor of protection against severe 
catastrophes. (In the extreme, bankruptcy laws place an upper bound 
on one's maximum liability.) On the other hand, if the person was 
insured, the insurance company would be expected to pay the whole 
bill and the premiums reflect this fact* Consequently, catastrophe 
insurance might seem expensive to someone who was not wholly 
adverse to becoming a ward of the state or a rej^ipient of private 
charity. This point may be especially relevant-to lower income 
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groups for whom the purchase of catasjtrophe insurance would 
involve a more substantial financial sacrifice. 

Because private and public charity is quite haphazard and un- 
certain, many make an aigumcnt for an explicit government plan 
which provides more systematic and more equitable protection against 
medical catastrophes. In fact, recent changes in social security legis- 
lation already provide protection against certain catastrophes, albeit 
in a highly peculiar manner. In October 1972, anyone insured by 
social security became eligible for free kidney dialysis— one of the 
most financially devastating forms of treatment. While such pro- 
tection can be justified on the basis of the arguments outlined above, 
we have now created a world in which it is better to have one sort 
of catastrophic illness than another. Thus, the person suffering from 
kidney disease is protected, while someone can still be bankrupted 
by heart intensive care. Very obviously, it would be more equitable 
to have protection against all catastrophic eventualities at once, 
rather than to provide protection gradually disease by disease. 

One other sort of catastrophe is taken care of by the October 
1972 amendments. For the first time, the disabled have been made 
eligible for Medicare. This provides protection against long-lasting 
debilitating illnesses, but a substantial financial burden can be suffered 
in the months before one is officially declared to be disabled. 

Summarizing the argument thus far, there are certain biases 
against the spread of insurance against catastrophes. One may or 
may not believe that these biases are sufficiently Important to warrant 
government interference, but the fact of the matter is that govern- 
ment has already begun to move toward catastrophe insurance in a 
piecemeal fashion which will create some very serious inequities. 
A more systematic approach to the problem might be preferable. 

Since even relatively small medical expenditures can represent a 
financial catastrophe to a poor family, a systematic approach to 
catastrophe insurance would involve the provision of fairly shallow ^ 
insurance for the lower income groups. Such insurance could be 
used to replace Medicaid and thus make the treatment of the poor 
jnore uniform from state to state. 

The key question is, of course, how much would it cost, and 
here we enter an area of great uncertainty. First and foremost, cost 
will depend on the choice of a definition for a medical catastrophe, 
and opinions are likely to differ greatly on this point. As noted 
previously, the burden imposed by a given medical expense certainly 
varies Inversely with income. For a given income, the implied burden 
varies directly with family size. The quantity and liquidity of family 
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assets, the variability of income, and many other factors also affect a 
family's ability to pay for medical services. Ideally, the design of a 
catastrophe insurance plan should take account of all of these factors* 
Practically, it would be impossible to do this vvitH any precision, but 
a good approximation could be achieved by taking account of the 
most important variables — income and family size. 

For a given family siae, one approach to designing a catastrophe 
plan would be to define arbitrarily a medical catastrophe as anything 
which imposes medical bills in excess of some proportion of income. 
Let us be extremely generous and say that this proportion is 10 per- 
cent. A family would bear all costs up to this amount, although they 
could, of course, buy private insurance against their iwn %,ost share 
if they wished. In any case, the government would bear all costs 
exceeding 10 percent of income. The problem with this approach 
is that once expenditures exceeded 10 percent of income there would 
be no incentive for either the patient or the provider of services to 
economize. With the government paying 100 percent of the remain- 
ing cost, very expensive forms of treatment might be prescribed 
even if they were of dubious value. 

An alternative is to structure the plan so that the patient's 
cost-sharing ratio is reduced in gradual steps. It could be designed 
so that the maximum outlay possible for the patient is still 10 percent 
of his income, but he would pay some share of much larger expendi- 
tures than would be the case if there was just a deductible of 10 per- 
cent of his income and no cost sharing thereafter. For example, 
consider a family earning $5,000. With a straight deductible equal 
to 10 percent of income, they would pay 100 percent of expenditures 
up to $800 and nothing thereafter Alternatively, the plan could have 
them pay 100 percent of costs up to a deductible of $250, 25 per- 
cent of expenditures between $250 and $2,450, and nothing there- 
after. The maximum total burden would still be $800, but there 
would be an increased incentive for efficiency for expenditures 
between $800 and $2,450. On the other hand, there would be less 
incentive for efficiency between $250 and $800. 

Given our uncertainty about people's responses to different 
insurance structures^ it is not clear which structure would be more 
efficient on balance. However, there may be some reason for favoring 
the approach which reduces the patient's cost sharing in gradual steps. 
This conclusion is based on the feeling that the doctor would be 
reluctant to prescribe dubious treatment procedures as long as there 
is any cost sharing on the part of the patient. On the other hand, 
with government paying part of the cost down to $250 there would 
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be less disincentive to ^uy useful treatment over a wider range of 
expenditures. However, this is all speculation and cannot be sub- 
stantiated scientifically. It should be noted that the above discussion 
compares two structures which impose the same maximum cost on 
the family earning $S,000 per year. This does not mean that they 
would consume the same amount of medical care under the two 
approaches, and that therefore the costs to the government would be 
the same. Comparative costs depend on how the family would 
respond to the different cost-sharing formulae over different ranges 
of medical expenditures and, here again, we do not have sufficient 
information to provide a definitive answer. 

Another important problem involves defining the coverage of a 
plan. The most serious difficulties arise with psychiatric, dental, and 
nursing home care. In all of these areas, heavy subsidies can induce 
a vast increase in demand and this can add significantly to the plan's 
budget cost. Therefore, even the most generous plans typically im- 
pose limits on the utilization of these types of services. 

A variety of different cost-sharing structures has recently been 
described and analyzed by the Department of Health, Education, and 
Welfare. One example which implies an extremely generous deflni- 
'tion of catastrophe is set forth in Table 9-2.'- 



Tabia 9-2 

DEDUCTIBLES AND COINSURANCE RATES 
BY INCOME CLASS 

Grots 



Income 
ClaM 


Deductible 


Cointurance 
Ratee 


Under $3,000 


0 


20% 


A , : : ^$ 3,000 -s 4,000 


$ 50 


21 


"~ : $^4^ 5,000 


100 


22 


$ 5,000-$ 6.000 


150 


23 


$ 6.000-$ 7,000 


200 


24 


$ 7,000-$ 8.00O 


250 


25 


^-r--rrt-r^ 6.000 - $10,000 


300 


26 




350 


27 



i ™. * ^J^Shl variation o( a plan described by the U.S. DepaftmenI of Health, 

Education, and Welfare in TowatdB a Systematic Analysis of Health Care in the 
; : ■ United StiUer. Somewhat different plans following a similar philosophy have 
./„ - been proposed by Mark V. Tauly, National Health Insurance: An Analysh 
S D. C: American Enterprise In^itltutc, 1971), and Martin Feldstein, 

, ''A New Approach to National Health Insurance/' The Public Intercit, Sptins 

1571, pp. 
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Some limits are placed on psychiatric, dental^ and nursing home 
care. All cost sharing could be waived once a family's cost share 
exceeded 10 percent of income. For example, a family earning $9,000 
would pay 100 percent of the first $300 of medical outlays, 26 percent 
of the cobt of outlays between $300 and S2,60S, and nothing on 
expenditures exceeding this amount. Cost sharing is not varied with 
family size. On the one hand, a given amount of cost sharing is more 
burdensome for a larger family in any income class, all other things 
equal, but on the other hand, larger families derive higher expected 
benefits from any given structure. Accordingly, whether or not an 
adjustment is made for family size is purely a value judgment 

HEW did not provide cost estimates for various cost-sharing 
structures and it is not possible for this author to provide anything 
more than a very crude guess. However, using the sort of demand 
elasticities for medical care estimated by Rosett and Huang,^^ it 
seems probable that the structure described above could be financed 
for the under-65 population for a gross cost less than $30 billion in 
fiscal 1975. The net cost would be about one-half of this amount, 
since the plan would replace Medicaid, saving about $7 billion in 
federal outlays; kidney dialysis and Medicare for the disabled under 
65, saving in excess of S2 billion; and the administration's new health 
plan for which they allocate $200 million in fiscal 1975 ($800 million 
in fiscal 1976). In addition, it could be argued that the plan would _ 
eliminate the need for deductions for medical expenses in excess of 
3 percent of adjusted gross income and the reform would present a 
golden opportunity to eliminate the tax subsidy to shallow coverage 
insurance. This would increase tax revenues by more than $5 billion 
in fiscal 1975, In total, this provides more than $14 billion in federal 
budget savings. 

The excess cost could be financed by a tax increase or an insur- 
ance preniiupi. The structure of the tax or premium is only important 
to incQme distribution and can be made a«5 progressive or regressive 
as is desirable politically. 

Of course, the gross cost of the plan and the resulting tax 
increase could be significantly lowered by slightly raising cost sharing 
by the family, and conversely, any reduction in cost sharing would 
significantly increase the cost of the plan. The budget cost is sensitive 
to cost sharing both because with higher cost sharing the government 
bears a lower share of the burden at each utilization level and because 
increased cost sharing reduces utilization. Thus, by manipulating 

J^'The Effects of Health Insuro^CiM the Demand for Medical Care/' 

\ 
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the schedule given in Table 9-2, the net cost of the plan wan be made 
to approximate anything that the government thinks ft can afford. 

The most important point is that any cost sharing on the part 
of the patient greatly reduces the cost of health insurance and 
generally provides an incentive for health care to be delivered more 
efficiently, While a plan similar to that described above could have 
a gross budget cost less than $30 billion and a net cost of less than 
$15 billion, and while this may seem extravagant/ it is modest com- 
pared to the cost of a plan such as the Kennedy-Griffith proposal 
In the Kennedy-Griffith plan, there is no cost sharing on the 
part of the patient. In other words, everything is free and the only 
restrictions on the consumption of medical services are applied to 
psychiatric, nursing home, and dental care and to purchases of some 
prescription drugs. Even these limitations are fairly lenient, with the 
limit on dental care being relaxed through time." The plan is 
enormously expensive both because it takes over virtually all private 
expenditures on the current consumption of medical care and because 
it would stimulate significant increases in the quantity demanded. In 
an earlier publication, we estimated that the net budget cost would 
be about $57 billion in fiscal 1975, with about $50 billion reflecting 
the takeover of private expenditures that would have been made in 
_ the absence of the plan and $7 billion representing the cost of new 
demandJ^ It is t figure which represents the true direct 

^ burden on the economy^ although the taxes necessary to finance the 
_ " gross cost of the plan would distort incentives and impose extra 
inefficiencies on the economy. In any case, these estimates are highly 
conservative and costs could easily exceed these amounts by a wide 
margin unless medical care is severely rationed. The proposed 
Kennedy-Griffith legislation contain*^ the mechanism for such ration- 
ing by establishing a national health budget which Is allocated among 
regions of the country on a per capita basis and each region 
^llZ^ Qwould be expected to live within its budget. It is not clear how the 
scarce medical resources within each area would be allocated among 
^^^^^ : .p^ but it would clearly involve a massive bureaucratic effort. Put 
T another way, the choice between Kennedy-Grififith and a catastrophe 
S plan is not really a choice between completely free care 

:^*l^*S. Department of Health, Education;^^nd Welfare/ Amty$i$ of hfeatth Insure 
jtnce Pr0po9ah hitroduced in the 92nd Congreih August 1971. somewhat 
difterent version of the proposal has been ihtroducec^ the 93fd Congress. 

Sec David J. On al., Nix'Vi, McCovcrn and the / idcral Budget (Washington; 

P. C.i American Enterprise Institute, 1972), p. SS. New legislation^ passed since 
; these eslimate^ were published, would change the estimates slightly, but by only 
: a small amount relative to the xnargin of error in such computations^ 
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and care whose cost is partially shared by the patient. Rather^ the 
choice is between two forms of rationing — one bureaucratic and the 
other depending partly on the price mechanism. Of course, the cost 
estimates .attached to Kennedy-Griffith imply that a greater quantity 
of care will be consumed than under the catastrophe plan described 
above. 

It is useful to compare the two plans described above to the 
original administration health insurance proposal, even though the 
administration may propose quite a different plan in the near futi^re. 
The old plan consisted of two parts. The first was the Family Health 
Insurance Plan, It was a plan which replaced Medicaid for poor 
families with children, thus eliminating wide differences in coverage 
from state to state. It bore some similarity to the catastrophe plan 
described earlier in that there was some cost sharing, the extent of 
which varied directly with income and inversely with family size. 
The plan was partly financed by premiums which also varied directly 
with income and inversely with family size. However, there was no 
limit on cost sharing and some limit on hospital and outpatient 
benefits, and therefore the family was not protected against severe 
catastrophes. Moreover the plan provided no protection to childless 
couples and unmarried individuals. 

The second part of the administration's plan was called the 
National Health Insurance Standards Act (NHISA). It required all 
employers to offer their employees a private insurance plan providing 
a specified set of benefits. The employer wat; eventually to pay 
75 percent of the premium cost while the employee paid 25 percent 
The employee could opt out of the plan if he wished* 

The plan called for significant cost sharing on the part of the 
patient and thus would be more economical and efficient than 
Kennedy-Griffith. Hospital care was subject to a twonJay deductible, 
and a $100 deductible applied to most other benefits. Beyond the 
deductible, patients were to pay 25 percent of the costs until $5,000 
worth of services were received in a year. Once the limit was reached, 
all cost sharing was waived for that and the next two years. There 
was a lifetime limit of $50,000 on total benefits, with a $2,000 annual 
restoration. 

Note that the deductibles, coinsurance rates, and maximum 
family contributions did not depend upon income. A family might 
be responsible for over $1,500 of cost sharing per year, and while 
this cotild be easily borne by an upper income family, it could be a 
financial catas* ^phe for many low income workers. Since premiums 
were also unrc^ ted to income, the compulsory nature of the iplan hat. 
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the effect of imposing a payroll tax at a percentage rate that declined 
with income. Because the ''employer's share'' might be shifted to the 
worker in the long run, the financing of the plan might be highly 
regressive. For very low income workers, the plan had the effect 
of increasing the minimum wage^ since the employer must not only 
pay the minimum but the insurance premium as well, unless em- 
ployees opted out of the plan. The percentage increase could be quite 
substantial, especially for people working less than a full work 
week, because the plan covered anyone who works more than twenty- 
five hours per week for a ten-week period or more than 350 hours 
within thirteen weeks. Moreover, coverage had to be continued for 
90 days after employment is terminated. Consequently, where the 
minimum wage prevented backward shifting, the cost could have 
quite an impact on the employment of low income persons, especially 
teenagers vvorking only part of the ycan^^^ 

There is also a problem in the relation^^h^p between NHISA and 
FHIP. The unemployed under FHIP woi lc receive better shallow 
coverage at a lower cost becausf: of the lownr deductibles and coin- 
surance, while the employed 'iud^r NHISa would receive better 
catastrophic protection. The net actuaual valM^ of FHIP probably 
exceeds that of NHISA for most low income people, and therefore, 
a person might face a significant work disincentive as he fliovcd 
from one plan to another. 

From the point of view of the administration, the compulsory 
insurance plan has the important advantage that it Imposes virtually 
no budget cost except in that compulsory premiums would be tax 
deductible. However, from the point of view of true economic cost, 
the lack of a budget cost is irrelevant. If employers were forced to 
provide the plan, it makes no difference whether they were forced 
to finance it with an explicit Uix paid to the government or whether 
*hey were forced to finance it by paying premiums to private insur* 
sance companies. The costs imposed on the private sector would be 
the same in either case, as would be the resource costs imposed on 
the economy. 

—In the author's view, the catastrophe plan described earlier is far 
superior to the administration package. It seems more equitable in 
that cost sharing depends on income and there are no serious discon- 
tinuities as there are in the administration plan as a person shifts from 
FHIP to NHISA when he becomes employed. 



It *liould be noted that the plan was deslgnf^ «i that typical summer employ- 
snenl remahici uncovered* 
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Before leaving our discussion of health Insurance plans. It is 
necessary to comment on one of the most controversial proposals in 
the X974 budget, that is, to increase cost sharing of the aged covered 
by Medicare. Currently, in the hotipitali/ation part of Medicare, the 
aged pay a deductible equal to the national average cost of one day 
in the hospital, regardless of what their hospital actually charges. 
After that they get 50 days of hospitalization free of charge, paying 
25 percent of the cost of the next thirty days and 50 percent of 
the cost of the ^ixty days following that. The administration's neW 
proposal would ^ ave them pay the actual charges for the first day of 
care and 10 percent of all charges after the first day. Consequently, 
some of the burden would be lifted from the aged who have to endure 
very long hospital stays, but the burden would be raised on those 
experiencing shorter stays. On average, the costs of hospitalization 
would rise from $S4 to $182 for the typical stay of twelve days,*^ 

The philosophy behind the adm-nistration's proposal is obvious. 
Currently, there is no incentive for doctors and patients to economize 
on hospital stays lasting less than sixty days. Cost sharing would 
presumably reduce utilization and this, plus the larger contribution 
by patients, is expected tr reduce Medicare outlays by over $1 billion 
per year currently, with greater savings in the future. For similar 
reasons, the administration is also recommending an increase in 
cost sharing for physicians' services covered by Part B of Medicare, 

While the administration's move makes good sense from the 
point of virvv of economic efficiency, its opponents object vehemently 
to the implied distributional impact. The whole plan might be much 
more palatable politically If the extent of cost sharing were made 
dependent on income. Clearly, the Medicare population contains 
many fairly wealthy individuals who could easily afford to share a 
higher ratio of costs than is being proposed by the administration, 
while ail cost sharing could be waived for the aged poor« This would, 
: of course, be more difficult to administer and some would object to 
the "means UM*' aspect of the proposal 

-Regulation and Efficiency^ It was argued above that the soaring cost 
of medical care has been one of the major causes of the concern that 
has led to the proliferation of health insurance proposals. At the 
same time* it has stimulated a call for improving the efficiency of 
health service delivery mechanisms and for controlling both pri* es 
and medical practices. 

Caf»paf Weinberger quoted in Tlw Walt Street Jourmt, March 1973, p. 26, 
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The problem of efficiency has been attacked in two different 
ways* First the government has sought to remove all legal barriers 
to Health Maintenance Oi^anizations (HMO) and to encourage them 
through subsidization and by favoring them in the structure of their 
health insurance proposals. An HMO provides all necessary health 
care to an individual in return for a fixed fee. In theory, such a group 
has a strong incentive to provide the most efficient mix of preventive 
and therapeutic cure and to select the optimum combination of health 
care inputs in the treatment of particular di^ases, because by keeping 
their clientele healthy at the lowest possible cost, they increase their 
own rate of return. In contrast, a doctor treating an insured patient 
has no such incentive and expensive forms of treatment can be 
prescribed at no cost to doctor or patient even though their effective** 
ness is dubious* In isolation, an HMO can also increase its profits 
by lowering quality, but again in theory this is prevented by com- 
petition among HMOs, and between HMOs as a group and other 
forms of health care delivery. 

Although there is some evidence that HMOs reduce the amount 
of hospitalization required by patients, this evidence has been dis- 
puteu/** and in general, remarkably little is known about their 
operation. The main concern about their spread is that competition 
may not be sufficiently vigorous to ensure that the quality of care will 
be maintained at a high level The ethics of the medical profession 
"1 forbid vigorous competition and it is difficult for the consumer to 
obtain information on the quality of care that he is receiving. 

The other approach to improving efficiency has been the estab* 
lishment of Professional Standard Review Organizations (PSRO) 
which examine the quality and appropriateness of medical care under 
Medicare and, presumably, under any new health insurance proposals 
made by the administration* The intent is to control overutilization of 
medical services wherever government pays a large share of the costs. 
There are two major worries regarding the potential effectiveness of 
: such groups, 

i ltst, in an effort to prevent overutilization, they outline a range 
standards for the treatment of particular diseases. The danger is 
z" that these standards will' bias demand. In fact, once standards are 
.. . explicitly established, patients may demand the maximum standard 
of care with the threat of malpractice suits lying in the background* 

lof ^ di?Jcus<*ion, ^ce Tauly, SiUhnal Hcf^lih InsurRncc, p, 23, and H. E. Ktarman, 
'The Effect of Prepaid Croup Fractke on Hospital Use/' Public HettUh Rcportis 
November 190$. 
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In othef words. 2 practice aimed at saving money may, in fact, add 
to medical roosts. 

SKCond the PSROs will be physician-sponsored. Vytthout 
impugning tneir honesty, it is necessary to point out that they »vill 
..come to the problem of setting standards with a certain set of biases 
and >hat these are likely to be quite different from the biases of the 
taxpayers who will be paying the bills. In general, regulatory efforts 
in areas like transportation, banking, et cetera, have to some degree 
been hampered by the fact that those who are supposed to be r<?^- 
lated soon gain control of the regulatory mechanism. In the c.ise of 
I^ROs, this arrangement is made explicit from the beginning by 
the fact that they are physician-sponsored. 

In quite another approach to limiting the inflation of medical 
costs, the administration has paid special attention to the providers 
of medical services in its various price control efforts. It is far too 
soon to judge the success or lack of success of these efforts. Obvi- 
ously, success, if it comes, will depend on the goodwill and altruism 
of the medical profession, because controls can be readily circum- 
vented using a variety of techniques. The quality ot service can be 
easily reduced since it is so hard to measure; new fees can be levied 
for services which were formerly provided as part of a broader 
package; and physicians caa prescribe extra, profitable services to 
compensate for restrictions on jproBts on services which would 
normally be provided. 

Devebpment of Health Resources 

Biomedical Research. The budget estimates that outlays on medical 
research will total $1.7 billion in fiscal 1974, up from $1.6 billion in 
1973. The most important efforts, are directed at cancer and heart and 
lung research. In these two areas, outiays are projected tc increase 
to almost $700 million in 1974 from a 1972 total of about $450 mil- 
lion, or in other words by more than SO percent. Put another way, 
about 40 percent of our medical research efforts will be focused on 
these two areas, while other research programs are to be cut back. 

Theoretically, the distribution of funds In medical research 
should be influenced by two factors. It is necessary to assess first 
the importance of various diseases to the population and second, 
the probability that expenditures on research will result in the dis- 
covery of mel'icds of mitigating a diseas-'s harmful effects. In 
general, there has not been much research on either of these factors 
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and therefore it impossible to evaluate the particular distribution 
of researcli funds in the administration's budget. Until recently^ the 
matter was not of great im|>ortance, but with the rapid growth of 
federal c^i^pediturc^ on partikular diseases^ the matter dearly deserves 
more attention. 

Health Manpower* The 1974 budget makes significant cuts in sub- 
sidies to health manpower education. The requested budget authority 
falls from $673 million in fiscal 1972 to $382 million in fiscal 1974. 
However/ outlays will not fall to the new level for several years 
because most past commitments will be honored. 

There are a number of reasons for making this change. First and 
foremost, the supply of medical personnel is soaring and the high rate 
of growth is expected to continue through (he 1970s* For example, 
the budget projects an increase of 27 percent In the number of 
practicing phvs.clans between 1971 and 1980. Second, doctors and 
medical researchers arc generally ariong the most affluent members 
of our society and it is not clear that they <^hould be subsidized in 
their pursuit of this level of affluence. Third; the high reward to 
medical training implies that supply is restricted not by lack of 
incentives but rather by supply limitations, largely imposed by the 
medical profession. This is done in the name of keeping quality high, 
but there is considerable evidence that this has been overdone.^^ 

An argument against the change is that any new health insur- 
ance plan is likely to increase the demand for personnel sufficiently 
to absorb the projected increase in supply at existing prices. The 
transition to higher level? of demand might be eased somewhat by 
continuing the subsidization to medical education. Of course^ this 
point is difficult to evaluate until better information is available on 
the type of insurance scheme that is likely to be implemented* 

It should be emphasized that significant support for medical 
education will continue if the budget proposals are adopted. Special 
scholarships wili be made available to personnel entering federal 
service and there will be an attempt to alter the geographical distribu^ 
lion of physicians to mitigate the problem discussed earlier — that of 
doctor "shortage" in rural and poverty areas. Otherwise, graduate 
education in the medical professions will receive the same support 
as graduate education in other fields. Assistance will take the form 
4>i guaranteed loans and grants to needy students. 



<^ Stewart anil Siddayao, liicrcafhg the Supply of Medical Pcrtonnetf Qiapter 3. 
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Pfcvention and Control of Health Problems 

The most controvcr^;ial budget cut in this area involves the elimina- 
tion of support for community mental health centers ($63 million in 
fiscal 1974 and $74 million in 1975). The basic problem is that 
categorical grants paid a very large share of the construction and 
operating costs of particular facilities. Because federal support was 
high, there was not a powerful local incentive to economize and where 
facilities existed, they tended to be quite generous, implying a large 
subsidy to the population served, Unfortunately, only about 15 percent 
of the population which needed help received it. In other words, the 
situation was very much like that in housing. A fev people receive 
large benefits and are supported by the taxes paid by the rest of the 
population, some of whom need help at least as much as those 
actually served. A more equitable method of proxiding help is to 
serve all those with equal need equally through whatever national 
health insurance scheme is eventually proposed.^ 



-^Thc admini!itration ha§ promised this approach. Sec Pineal 1974 Budget, p. 1Z9. 
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Retirement and Social Insurance 

The Budget Outlook. Outlays for sot security ^nd the unemploy- 
ment compensation programs have grown rapidly in the recent past 
and arc expected to maintain a high growth rate throughout the rest 
of the ^^70s. In fiscal 1^74, these outlays arc expected to be 29 per- 
cent higher than they were in fiscal 1»572, and between f-cal 1974 
aad fiscal 1981 the projection here (shown in Table 10-1) anticipates 
an annual growth rate of about 7.5 percent per annum under the 



Table 10-1 

BUDGET PROJECTION FOR RETIREMENT AND SOCIAL 
INSURANCE, FISCAL YEARS 1975-81 

(milUons of dollars) 



Program 


1975 


1976 


1977 


1978 


197P 


1980 


1981 


Transfers 
















OASDI 


57.1 


62.2 


66.9 


72.0 


77.4 


84.1 


89.3 


Railroad retirement 


2.7 


2.7 


2.7 


2.7 


2.8 


2,9 


3.0 


Civil service retirement 
and disability 


5.2 


5.8 


6.4 


7,1 


7.9 


8.8 


9.8 


Disab'ed coai miners 


1,0 


1.0 


.9 


.9 


.9 


,8 


.8 


Unemployment 
compensation 


4.8 


5.0 


5.3 


5.6 


5.9 


6.2 


6.6 


Administrativf? costs and 
vocational rehabilitation 


1.0 


1.0 


1.1 


1.2 


1.3 


1.4 


1.5 


Total outlays 


71.8 


77.7 


83.3 


89.5 


96.2 


104.2 


111.0 



Smitm: UHBP estimates. 
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assumption that the rate of growth of the GNP deflator will equal 
2.5 percent per annum. 

The projettions tor OASDl rtili/cd projections of the number 
of beneticiaries provided in the 1*^72 annujl report of the board of 
trustees of the Federal Old Age and Survivors Insurance and the 
Disability Insumnce Trust Funds, Appendix Table A. Data from 
that report were integrated with data for shorter-term budget pro- 
jections made by the Social Security Administration in order to 
estimate the average rate of jjrowth of the real value of benefits per 
beneficiary. The rate used was about 2.5 percent per year with a 
sonunvh.it lower r.ite early in the period and a slightly higher rate 
after l*^7o. Real benefits w^re then .adjusted for inflation. Under 
the assumption - t a long-run rate of increase in the GNP deflator 
of 2.3 percent, it was assumed that the first automatic adjustment 
on January 1, ^^75, would be 5,7 percent. After that, it was assumed 
that the rate of CPl increase consistent with a 2,5 percent GNP 
detlator inueasc would be 2.7 percent. 

rroie^tions for outlays on the railroad retirement system were 
based on data obtained from the Commission on Railroad Retirement 
adjusted to the same inflation assumptions. The system will have to 
be altered drastically within the ne\t few years since it is on the 
verge of bankruptcy.^ The form of the new system cannot be pre- 
dicted, and the piojections here assume that benefits under current 
law are raised concomitant with social security, 

Projected civil service retirement outlays are based on data 
obtained from the Civil Service Commission. These data were 
adjusted for the inflation assumptions used in this study. 

Policy Issues 

Old Age, Survivors, and Disability Insurance, Probably no govern- 
ment program is more popular than the OASDI portion of social 
security. Congress has responded to this popularity by expanding 
the generosity ^ind cos erage of the system throughout its history, but 
at no time have the improvements been more rapid than over the last 
six years. In the summer of 1<?72 Congress voted a record-breaking 
increase in benefits of 20 percent. This comes on top of a 13 percent 
increase in 1^67, a 15 percent increase in 1^69, and a 10 percent 
increase in 1^72. In other words, individual benefits rose more than 
70 percent over a period of about five years. In contrast, between 

^ The Rthlu-^ihi Ri'tircuivftf ^uritcfit: Ur* Coining Cri^ia, Report to the Pr<?»ident 
^nd Congrc- by the Comml'-sjon on Uailrimd Retirement, June 30, 1972, 
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190? and 1^>72, the consumer price index (CPI) rose 23.3 percent 
while avernj^e weekh' earnings in the private nonagricultural sector 
rose 33. J percent, Tor the t'ir^t time, the l^'^TZ legislation provided 
that benefits would henceforth be automatically adjusted for changes 
in the CV\, Adjustments are made each year that the CPI has risen 
3 per*.ent or more since the last automatic, or general, increase 'n 
benetits. The automatic intrease^^ will be financed by upward adjust- 
mentH in the social security tax b*ise, and adjustments will equal the 
average rate of growth of the wages of social security taxpayers. 

Although soiial security benefits have been rising \'ery much 
more rapidly than the living standards of the working populntion, 
it would be erroneous to give the impression that the aged arc now 
living in iuxurv. About one-half of social security recipients have 
no other si>urie of income and the average old age and survivors 
pension will be about $LSOO in fiscal 1^74.^' In other words, the 
rapid rise in benefits has been from a low level (or much of the 
retired population. 

Ihe r.ipid rise in benefits has^ ot course, come at enormous cost. 
Over the dctade from calenwlar l^c4 to calend.ir 1«74, the maximum 
payroll tax payable by an employed indi\'idu*il has risen more than 
three and one-half times, For someone working at a n'age below 
the tnaximum t.ix base throughout the period, the tax rate has 
increased almost 50 percent. In fiscal 1^70, OASDI revenues became 
more important than corporate tax revenues for the first time, 
whereas at the beginning of the l<^cOs they were only slightly more 
than one-half 4IS important. 

In the face of this very burdensome tax increase, it is interesting 
that the continued expansion of the social security system has not 
provoked more opposition on the part of younger workers. At first 
sight, the t^x appears to be highly regressive because it applies only 
to earnings below a maximum tax base which will be $12,000 in 1974. 
Consequently, a person earning $24,000 per year will pay only 
one-h.ilf the tax rate of one earning $12,000 or below. Of course, 
it is dangerous to assume that the person handing the tax money to 
the government actually bears the burden of the tax. In the case of 
the payroll tax, public discussion is confused by the fact that one-half 
is "paid" by the employer and one-half by the employee. Theoretically 

- It Nhtnilil In' w\vi\ ihM ihv .nof.i^e is lu>lJ Uovvn by ihv latt th.it many recipient'i 
h.wv bi'i-n working uiniiT Hiutj] srcurity only part of their working life. Typically, 
these individu^tN nUtt rmMvo iiuomo from federal or state and local pensions. 
On ihv other h.ind, tho^c subsisting solely on social security tend to he those 
with the l4>vvest iniomes thriujghout their liU'timc, *ind therefore, they are at the 
low i'nd of the benefit •'C*i!e. 
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this is irrdcxant in determining the ultimate burden of the tax and 
there is f»ome controversy as to whether the whole tax is borne mainly 
by the employee in the tovm oi a lower after-tax wa^c, by the 
employer in the form of a higher gioss wage paid out of return to 
capital, or by the consumer in the form of higher prices for the 
products of covered industries. ' The controversy is far from settled, 
but it seems probable that a \-ery high proportion of the shares of 
the employee and employer are in fact borne by the employee in 
the form of lower wages. It this is true, the regressivity of the tax is 
heightened. 

Opposition to this apparently inequitable burden is probably 
muted bv the language surrounding the social security system. The 
tax is referred to as a "contribution" and is considered to be quite 
ditterent trom ordinary income or corporate t»'ixes. ^It is interesting 
to note that in the recent presidential campaign, the debate over 
whether "tax" increases would be necessary in the near future never 
mentioned signiiu.int payroll tax increases which were already sched- 
uled by iegislation,) The taxpayer is encouraged to believe that his 
contribution buys a certain insurance package^ and in a sense this 
belief is vvelUfounded. Under present law one must have paid the 
tax for a certain period of time before one is eligible for the w*hole 
range of benefits, and one's eventual benefits do bear a very rough 
relationship to one's total tax payments. 

However, the system is not contributory in the sense that one's 
contributions are invested in an account which can then be used to 
buy an annuity upon retirement. Instead, the system works on a 
pay-as-you-go basis with ii.oney being transferred directly from 
the working taxpayer to the beneficiaries. There are trust funds, 
but they contain only a small fraction of the investment that would 
be required to fund the system's long-run liabilities. Their function 
is to act as a buHer, absorbing funds when tax receipts exceed benefit 
payments and providing funds when the reverse is true. In the 
long run, the revenue and benefit structure is now intended to pro- 
vide a trust fund which becomes equal to one year's benefits and 
then grows through time at about the same rate as the growth in 
benefit outlays. 

Many liave suggested that the payroll tax be eliminated and 
replaced with an increase in income taxes to make the system less 
regressive. Some adhering to this view believe that the tax contribu- 



''John Brittain, "Thf Itnuicncc of Soci.i! Scturitv Payroll T*i\cs/' Antcriciin 
/.'r(>»j^^nj// Rcr!,'u\ Nt.Uih 1^71. pp, 110-125 Svr iommcnt by Martin Fcld^itein, 
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tion tihouU be completely separated from the benefit side of the 
tivstem, others th.it the ta\ contribution, however designed, should 
*»till pby a role in determining benefits. The basic issue is whether 
the system should serve welfare goals or retain contributory features. 
Thiii question i< explored late- in this chapter. 

An intere>t!ng characteristic of the present transfer system is 
that it can pay a rate of return to its participants even though the 
bulk of a person's contributions are never invested in anything. This 
happens because, speaking very roughly, the system implies the 
following social tontract. The working generation agrees to turn 
over a share of itr- wage earnings to the current retired generation 
in return for the promise that when the current working generation 
retires they will have a claim on a similar share of the wages of the 
people then working. However, as time goes on, the total wage bill 
in covered ot^^upations grows so that each succeeding generation has 
a claim on a larger absolute amount of money than they actually 
contributt d ovit their own working lifetime. The amount grows both 
because the working population grows and because each worker is 
richer as a result of economic growth. In fact, it can be shown 
mathematically that the rate of return to th'^ social contract is roughly 
equal to the rate of growth of the labor force plus the rate of growth 
of wages per worker.* This assumes that the contribution remains a 
constant share of wages. The share has been rising rapidly through 
time and the rate of growth of the share must be added to the rate 
of growth of per capita wages and labor force in order to determine 
the rate of return to the retiree. 

In fact, the share has risen so rapidly as the system has 
expanded that the rate of return on the contributions of a recent 
retiree is much higher than he coxM earn from a private pension 
fund. For example, for a typical worker retiring with his wife in 
1^73, the cumulated value of his and his employer's tax contribu- 
tions and the discounted value of his expected benefits are equated 
by a rate of return of 12 percent. If he discounts his benefits at a 
rate between 7 and S percent, the rate of return on his contributions 
approximates 14 percent.'* Furthermore, if he does not believe that he 
bears the whole burden of his employer's contribution, he perceives 
a much higher rate of return. It also must be remembered that the 
system does not provide a retirement annuity alone. The system also 

^Scc Henry Aaron, 'The Scuial Insurance Paradox/' Canadian Journal of 
Economics ami Political Scicnii*, August 1^66, pp. 371-374. 
'*'Tht' ii<»*'Umptions underlying thij. computation c^n be obtained from the authors 
of thk «;haptvf . 
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provides protection for survivor^i in the event of death before retire- 
ment, <3 de^ith benefit, »ind insurance in the event of disability. Given 
the enormous past rate of return to one who survives to retirement, 
it is little wonder that the system is so popular. 

In the future; the return is unlikely to be so high because 
obviously the j;rowth in the tax share can not continue for long at 
past rates without absorbing an enormous share of GNP, Indeed, a 
younger person examining the present benefit structure will perceive 
a rate of return lower than that historiialiy available on common 
stock investmentH, if he expects the law to remain constant/^ 

To understand the political dynamics of the social security 
system, it is necessary to examine the attitude of a typical voter any 
time a proposed increase in taxes and benefits comes tcfore Congress. 
Suppose thai a 10 percent increase in both taxes and benefits is 
proposed. The rate of return accruing to a worker as a result of such 
an increase will be higher the nearer he is to retirement. In other 
word*^, the rate of return resulting from an increase will vary directly 
with age. Taking an oversimplified view of the matter, it can be 
concluded that, as Ipng as the rate of return exceeds the discount rate 
for a majority of the voting population, politicians will find it profit- 
able to continue to push for increases. Using an age distribution 
of the voting population and data on the tax and benefit structure for 
a typical worker, one could presumably approximate the strength 
of this incentive under existing law. This has not been done, but 
one can guess thai there is still a strong incentive for future increases* 

In any case, it is obvious that there have been strong political 
imentives for past increases. As a result, such increases have been 
rushed through Congress with only a perfunctory examination of the 
whole tax and benefit structure and, as a result, a number of serious 
inequities have been built into the system and perpetuated through 
the years. 

In part, the inequities have grown because it has not been 
possible to decide to what extent the system should be purely con- 
tributory with benefits actuarially related lo tax contributions, and 
to what extent it should fulfill a welfare goal by redistributing income 
toward the poor. As a result, the program has had mixed goals and 
since these gc^als are in obvious conflict it cannot possibly fulfill 
either goal equitably. 

John A. Brittain. The Real Rate of Interest on Lifetime Cc^ntrlbutions Toward 
Retirement Under Soci*il Sei ttrity," in Joint l^tonomlc Committee, Old Age Ittcotne 
Ai^aurtViiC, f\irt ill i VV,ishington, U. C: U5. (government Printing Office, 1*>67), 
pp. l47M47*r 
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As noted before, ihc ^vt^tcm ii contributory in the sen^^e that one 
must have been working in a lovered occupation and paying payroll 
taxes for a certain periowl o^ time before one can be "fully insurewi'^" 
Also, ore'> benefits are roughly related to asera>»e monthly earnings 
in 4:overed occupations during* one*** working life.'' 

However, the relationship between contributions and benefits is 
not exact and here welfare considerations come into play. First, 
benefits are related to average monthly earnings (AME) by a pro- 
gressive formula which implies that the higher the AME, the lower 
the ratio of benefits to tax payments. Second, not everyone qualifie*i 
for benefits oti reaching age If a pc.-on continues to work, ^ 
loses Si of benefits for every $2 of earnings. in excess of $2,100 
year. Since he mu*it also pay a payroll tax while working in a covered 
occupation, the implicit tax rate is in e%cess of 50 percent over a 
large range ot income. Note that this provision is in violation of the 
contributory philosophy of the plan, and it has little to do with a 
welfare goal Only wage or sclf-employecl inccwe reduces benefits^. 
Ihcre is no limit on the investment income that can be earned without 
loss of beneiits. 

Third, the' system treats working couples in an inequitable 
manner. A dependent spouse receives 50 percent of the family'f; 
primary worker's benefits whether or not he or she has ever con- 
tributed to the system, If the dependent spouse has earned benefits 
in his or her ovsn right in excess of this amount they can be claimed, 
but if he or she has not, any contributions that have In^en made to 
the system by the dependent spouse are essentially lost. As a result, 
working couples can receive lower benefits than a couple where 
only the man or woman worked even thc^ugh they have the same 
AME. For example, given the current benefit scl;edule, a husband 
and wife each with an AMH of $200 (for a total of $400) will receive 
benefits of $30S.S0 on retirement. If only the man or wife works 
and has an AME of $400, the monthly benefit will be about 5350, 
Again, we have a ^ituation which violates criteria of equity whether 
the system is judged according to a contributory or a welfare 
philosophy. 

' 1 he ptTson must have tMrncJ m^^re ihM\ $50 in each of 40 qu.irti»rs. 

^for .1 drt*iil#\i dfsuipliwui of ihv computation method ant^ eligibility require- 
mmfs tor JititTcnt ItMitMitN, si»o Si>rM/ Sccufitu BtiUcttth Auuual Bfati^fia^t 
Supplcmvfti, fp, 4-12, An excellent analy^iis of the whole fcyj^tem can be 

found in losoph A rt'chm»HV Hi^nry I. Aaron and Michael K. Tau^i*i^g, Social 
^vcurtty: iVr-iuvf.'iT.'j fi^ Kfft'M- (Washington, D. C: The Brooking* InMslutlon, 



199 



The Scirial Security Advisory Council o\a.T/ncd the problems 
po^cd by working 4.oup!c*» and explored various changes in law 
which would rectity the inequities.^* However, they advised against 
any change, since any equitable solution tor couples would create 
inequities when couples were compared wtth two single beneficiaries. 
They al^o noted that any reasonable solution would be very costly. 

In addition, there are mcny other inequities if social security is 
viewed as a contributory system. The self-employed gain a higher 
rate of return than the employed if the employer's share of rhe 
payroll ta\ is shifted to the worker In addition, late entrants to the 
labor force and those receiving minimum benefits receive an especially 
high rate of return. It is believed by many that it is only the poor 
who are favored by the minimum benefit but, in fact, the population 
receiving the minimum benefit includes many former federal em- 
ployees who worked in the private sector just long enough to qualify 
for the minimum benefit and who also receive a generous retirement 
income from the civil service pension fund. 

Although, at first sight, the formula linking monthly benefits to 
a worker's AME seems to be highly progressive, that is, would seem 
to favor the poor heavily, Milton Friedman has argued that many 
other features of the system favor the rich and he believes that these 
may more than counteract the el^ect of the progressive benefit 
formula.^" These features are as follows: 

(1) Social security benefits are tax free. The implied tax saving 
is much more valuable to individuals in a high tax bracket, that 
is, with other inwome supplementing their benefits, than it is 
to those relying solely on social security. Moreover, the tax 
contribution made by employers is not included in taxable in- 
come and this feature is more valuable to those in a higher tax 
bracket. 

(2) The self-employed pay a lower tax rate than those working 
for others, Since there are many high-income professionals in 
the former group, this may have a regressive effect on balance. 

(5) Highly educated people tend to have shorter working lives 
and thus lower contribution levels. Since the lowest five years 
of earnings between ages twenty-one and sixty-five are . -im- 
inated in computing the AME and since some of these are likely 



Reports of the Aiivi^iofy Council on Social Si'curity (Watihington, D. C: 
U.S. Government rrintinj; Of^iiC, l<?71}, pp. 41-4J. 

^"VVill^ur Cohen *snJ Milten frjcdm,in, Socitil Si'curity: Ufiivcr^al or SclecUi^e? 
(Washington, D. C; Amcraan tnterprisc Institute, 1972), 
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to be /wo ytMfs* tor the highly edui-.iicd who are alno likely to 
have higher incomes, the ratio of benefiif to total contiibutions» 
will be raised somewhat. 

(4) Tersionit with high earnings tend fo live longer and have 
wive»» who did not work. 

Whether these and other features of the sy-^tem more than 
lounteract the progressive nature of th*j benefit formula is an em- 
pirical ijuesiion that has not been studied in detail. However, until 
the matter has been studied we must eonsider the possibility that 
the whole system is regressive on balance. 

Any major reform of the t^oeial security syf?tem is difficult to 
aaomplish. If no present or potential beneficiary is allowed to lose 
as a result ot reform, it then becomes enormously expensive. If 
reform is allowed to impose significant losses on particular groups, 
it is in a sense a violation of a social contract. The system has been 
soU for ^o kmi; ^^ a contributory system that it would be a violation 
ot the people's trust to deprive them of the benefit levels that are 
promised by current law and that they thought they were buying 
with their tax contributions. 

Therefore, reform must proceed very gradually, either by slowly 
improving the benefits of people vho are now treated inequitably 
by the existing system, or by placing the new entrants to the labor 
force under a totally new structure of benefits. 

In designing the goal toward w^hich the system should move, 
it is, of course, necessary to decide whether the goal is an equitable 
contributory system or an equitable welfare system, for both aims 
cannot be served within the structure. There would be some merit in 
moving toward an equitable compulsory contributory system and 
then allowing the incomes of the aged poor to be supplemented by 
4 new welfare system, perhaps based on a universal negative income* 
tax approach to both young and old. 

The arguments for a compulsory contributory system are of 
two types. The first is that people should be forced to provide them- 
selves with a minimum retirement income. Otherwise, there is the 
likelihood that irresponsible members of society will become wards 
of the state in their old age and a financial drain on the rest of the 
taxpayers who would feel morally bound to contribute something 
toward their upkeep. In deciding the appropriate level of forced 
saving, society fa^es a trade-ott. As the share is raised, the likelihood 
of people becoming dependent on welfare in their old age is lowered, 
but the freedom of people to plan their retirement saving in a 
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ratuMnil, flexible maniu'r is ri»^ftriitcJ. Fur example, it may be 
ratU'^n.il not to s.Ui^ in thone iMrly working ywrs when relative 
finaniial obligations arc greatest, while saving more after one's houf^e- 
hoU is tormeJ anj iMie's ihiklren are ewUuateU. Any eompubory 
system limits oncV trceilon^ to follow siuli a strategy. Consequently, 
the vhoite of an appri*piiate spot on the irade-oti is likely to Involve 
some probability that people will end tip without enough retirement 
iniome and, therefore, the contributory system would have to be 
supplemented with a welt'are system, In other words, the point of 
the iompulsory system would only be to reduce the drain on the 
welfare system and not to eliminate it entirely. 

The other argument for a compulsory system is very diff M,nt in 
nature. As dosiribed i*arlier, a system of transfers can be ar»" Mgod 
between generations that pro\ ides the retirew' generation with a rate 
of return equal to the rate of population growth plus the rate of 
economic growth. If this real rate of return exceeds that available 
on in\f*^ted lafutaK then it is soLially optimum for the government 
to arrange siah a soiial contract bei^aust.* the rate of return exceeds 
that available from private pension plans, This sort of argument 
justifies a much nuirc lavish plan than would be required simply to 
lower the drain on our welfare system. However, the argument de- 
pends crucially on the rate of population growth plus economic growth 
remaining above the rate of return on capital for a number of genera- 
tions, Some economists suggest that this is impossible and that there 
is a natural tendency for the rate of return on Cwpital to equal the 
sum of the rates of population and economic growth in the long run,^^ 
If this is true, there is little to choose between the social contract and 
a private pension plan. If it is not true, some may question any 
scheme that is so heavily dependent on population growth given the 
very low birth rates experienced in recent years* 

Railroad and Civil Service Retirement* The federal railroad retirement 

system was established before the social security system and there- 
fore historically the two systems have remained separate* However, 
the two systems have lH^come ntore and more interrelated over their 
histories. Although benefits are computed differently, the nature 
of the insurance packages are similar and railroad retirees are guar- 
anteed at least 110 percent of the level of social security benefits, 
In I960 a supplemental annuity system was created for railroad 
workers to supplement retirement incomes. 

^M»irl A Thompson, ' Dvhi ln^\r\tmvni> in lk>ih M.ufoeronomic and Capital 
The4try/' Afncttavt Uimi'ffftu' Revivw, December 1907, pp. n90-121O. 
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Like sixial sciurity, the railroad retirement system does not have 
a trust fund sufficient tii cover future liabilities^. Instead, it operates 
ds a transfer system shiHing funds from the working generation 
to those retired. Given the structure of benefits an! revenues, the 
system is viable only if the working population is growing anc** 
unfortunaiclv, railroad employment has bepn steadily falling since 
the late 1940s. Hence, the railroad retirement system is in deep 
financial trouble. The problem is mitigated somewhat by the fact 
that OASDl makes transfers to the railroad retirement system 
equivalent to an amount neces-^ary to put OASDI in the same 
financial position that it would have if there were no railroad retire- 
ment system. However, these transfers are not sufficient to save 
the system from bankruptcy, and if past benefit 'commitments arc to 
be honored the system will have to find new sources of revenues. 

The Railroad Retirement Commission has explored a large num- 
ber of possible financing options ^' and these cannot be analysed here. 
The basic is^^ue is to what extent the general or OASDI taxpayer has 
an obligation to bail out the railroad retirement system and to what 
extent the burden should he borne by the industry, its workers, and 
the current beneficiaries of tiif system. This is a complex moral 
issue which cannot be resolved here. 

The civil service retirement system provides retirement and death 
benefits to government employees. The retirement benefit is com* 
puted on the basis of the employee's highest three-year salary and his 
length of service. It is partly fitianced by contributions equivalent to 
7 percent of salary by both the ernployee and the government. The 
civil service trust fund is not large enough to cover all liabilities; 
in other words, the system operates very much like social security, 
that is, on a pay-as-you-go basis, It receives additional payments 
from the Treasury equivalent to the interest that would be paid on 
Treasury annuities; if the systt^m was fully funded. It also receives 
regular appropriations from general revenues to cover the cost cf 
changes in the benefit system. 

Outlays under the system are growing rapidly and are projected 
to reach almost $10 billion in fiscal 1981. In other words, they are 
becoming a significant form of government ej^penditure equivalent 
to more than 10 percent of OASDI outlays. 

The system has one peculiar feature. Benefits are adjusted 
upward with the CPI every time the latter rises 3 percent since the 
last adjustment. Each time a cost-of-living adjustment is made an 
additional 1 percent increase is awarded. In other words^ the more 

The Railnutii Retirement Syftetn, ChaptA" 10. 
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rapid the rate of inflation, the faster the benefits will be increased 
in real terms. This is a very strange arrangement, but it cannot be 
altered for existing employees because it is now part of the implicit 
contractual arrangement between them and the federal government. 
However, one cannot help wondering whether it is necessary to 
provide new employees with the same promise. 

Public Assistance and Other Income Security 

The 1974 Budget. As of January 1, 1974, the federal government 
will assume full responsibility for providing basic assistance for the 
aged, blind, and disabled under the Supplemental Security Income 
(SSI) programs. In addition, supplemental payments will be made 
to state governments (the "hold harmless" provision) so that their 
outlays need not rise above the 1972 level. 

The federal government also provides, in the form of grants to 
state governments, about 52 percent of total program outlays for 
Aid to Families with Dependent Children (AFDC). Total benefits 
under the AFDC program are expected to reach $7.7 billion In 1974, 
with the federal share put at S4 billion." Other welfare-public assis- 
tance programs supported by the federal government include the 
food stamp and child nutrition and school milk programs. Major 
changes to be made in this area of federal support are: (1) manage- 
ment reforms, which began in 1973, and proposed legislation to 
ensure that eligible beneficiaries receive only what they are entitled 
to, (2) higher "per capita" benefit levels for food stamps, and (3) 
integration of the milk subsidy program with other child-nutrition 
programs. Total federal outlays on public assistance by major cate- 
gory for 1974 are shown in Table 10-2. 

Tlte Budget Outlook, 1975-81. The budget outlook for public assis- 
tance for fiscal years 1975-81 is shown in Table 10-3. The projection 
of outlays for this category of federal activity is based on the follow- 
ing assumptions; 

(1) Enactment by Congress of the administration-proposed legis- 
lation requiring more effective management of welfare benefits; 

(2) no major prugiam initiatives, in particular welfare reform, 
to take place during this period; 

»•■> Fiscal Jf74 Bmisct, pp. 142-143. 



204 



IMCOME SECURITY 



Table 10*2 

FEDERAL OUTLAYS FOR PUBLIC ASSISTANCE 
BY TYPE OF AID, FISCAL YEAR 1974 

(unified budget, millions of dollars) 



Program 



Outlays 



Supplemental security income 

Aid to Families with Dependent Children (AFDC) 



2,208 



Present programs 



5,528 
--158 
2,196 
787 
103 
10,664 



Proposed legislp.tion 
Food stamps 
Other food and nutriiion 
Assistance to refugees 



Total 



• One-half fiscal year (fegislation effective January 1. 1974). 
Source; Fisc^il 1974 Budget, p. 141. 

(3) a gradual phase-down of the spci'^al mi'k subsidy for school 
children to eliminate duplication of other federal child food 
programs; 

(4) a steady decline in the rate of grt wth of the number of food 
stamp and AFDC beneficiaries, while average benefit per re- 
cipient is assumed to grow at the same rate as prices- 

As Table 10-3 indicates; a major source of growth in public 
assistance outlays can be attributed to the federal takeover of respon- 
sibility for aid to the adult categories. Benefit payments under the 
aged, blind, and disabled (SSI) category are estimated to be about 
$3.9 billion in 1^75, reaching $5.4 billion by with an average 

rate of growth of 6 percent a year. 

The federal share in the cost of AFDC, the largest component 
of public assistance, is also projected to rise during this period. 
However, the rate of growth in outlays will decline from about 
10 percent between 1973-74 to about 5,5 percent by the end of the 
period. The decline in the rate of growth by AFDC outlays is based 
on a projected decline in the rate of growth of beneficiaries. 

Social and Individual Services 

Grants to States for Social Services* The federal government provides 
states and localities with matching grants to assist them in supplying 



205 



ERIC 



RUDOLra c, riNMK, uaviu ott and attiat f. ott 



CO 

6 



ill 
u 
z 

CO 

§2 

zee 



UJ 



HI 



D 

CD>- 

o" 

UJ 

5 

UJ 

o 
a 



CO 



s 

09 



09 



flO 



i 



CO o 

^ s 



€0 «0 



^ S2 

CO CI 



CO m 



E 
S 



0) 

E 
o 
o 
c 



CO 



CO 



CM 



CO 



o 

CO P) 
CO 



Cn CO 

csT 



s 



CM 



CM CO 
CM 0> 
in CD 

cm" 



in 



cn 
cm" 



in 
o 

CM 



g ° I 



0) CM O 



s 

in 

CO 



^ CM 



00 



cp O 

CM CM 
00 



in 



00 



CM CM 



CO S ^ 

CO 



I ^ S g 

CM*^ 



S S g 5 S5 i I S 2 g 



C CO 



0? 0) 

E c 



O o; 



O X 
O 



in 

I 



u 
c 

IS 
< 



s 



ERIC 



206 



INCOME 6ECURnV 



certain social services to families or individuals on v^elfare. Financed 
75 percent by the federal government, social services cover almost any 
program that helps those on welfare get off welfare, or that helps 
prevent a return to welfare of those who have recently been on 
welfare, or that helps prevent those who might end up on welfare 
from doing so, These programs run the gamut from day care to 
"meals on wheels/' ^* Because HEW had not attempted, until recently, 
to establish federal standards for eligibility of recipients or specify 
the kind of services to be provided, the federal government was faced 
in 1972 with state requests for 61.6 billion in social services funds — 
an increase of 230 percent over the level in 1971, For fiscal 1973 and 
1974, the cost estimate was put at $4.7 billion and $5.2 billion, 
respectively/' 

To halt the escalating costs of these programs, a limitation on 
grants for social services under public assistance programs was 
included in the State and Local Fiscal Assistance Act of 1972. The 
act puts a ceiling of $2.5 billion on federal matching grants for social 
services. The 1974 budget estimates federal outlays at $2.4 billion 
for 1^73 and $1.9 billion for 1974. 

Reaction to proposed federal restraints on the virtually "open- 
ended" social services programs was widespread and in some cases 
intense. Operators of day care centers and welfare mothers using 
them painted a dismal picture of the proposed cuts. On the other hand, 
critics of the social services programs argued that such huge sums 
cannot be accounted for,^** have been misused by some states to draw 
additional funds from the federal government, and that such sums of 
money may, in effect, help perpetuate poor programs.'" 

Assuming that the administration's efforts toward management 
reforms are successful in keeping the ceiling on social services pro- 
grams and that no action will be taken by Congress to restore all 
cuts proposed by the administration in these programs, the budget 
outlook in this category for 1975-81 is given in Table 10-4. 

Other Services* Several other categorical grant programs are included 
under social and individual services. These include vocational re- 

IVM Street lotirtui\ February 13, 1^7^. 

Fiscal 1^74 Bud^^e;, Appjvtuiix, p. 442, 
^*4'xicrpts from mrmor^mdum to the President from HFW Smei*iry Elliot 
Rkh^irdson, reported by the Wii^hifi^fon Po$tf August 1972, p. A20. 

"Critics have testified that 'trkk«i' used by states include putting 75 percent of 
state money normally spent for social services back into the state'** genera! fund, 
then using the remaining 25 percent as matching money to draw another 
7B percent out of the federal treas^ury/' Ibid. 
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habiUtatton, special needs of older Americans^ and allied human 
services at the state and local level. The fiscal 1974 budget provides 
for outlays of abcut SI. 4 billion on these services. The budget out- 
look for 1975-81 (shown in Table 10-4) assumes no major changes 
in these programs. It further assumes the termination of the social 
work training programs by the end of 1974. 

Disaster Relief. Outlays for disaster relief are difficult to project. 
For example, in 1973 these outlays increased to 3.5 times their 
1972 level from $92 million in 1972 to $325 million due in particular 
to the heavy impact of tropical storm Agnes. The budget estimate 
for 1974 puts outlays at $250 million. Assuming no unusual con- 
centration of major disasters during the projection period 1975-Sl, 
a gradual increase in those outlays of about $10 million a year is 
projected (Table 10-4), 

Program Alternatives in Public Assistance 

The discussion of program alternatives in this area is confined to 
welfare reform. For three successive years, the administration has 
proposed and the Congress has twice voted on major welfare reform 
proposals. In the fiscal 1974 budget the administration has dropped 
its previous proposal for welfare reform and there is no indication 
that any substitute proposal is definitely forthcoming. 

As noted above, one part of the welfare reform proposal was, 
in fact, adopted. This is the Supplemental Security Income (SSI) 
program, w^hich completely federalizes the former so-called adult 
categories under public assistance, Hence^ the discussion here is 
further restricted in scope — only reform of the AFDC program (the 
family assistance program as it was called in the administration 
reform proposal) is considered. The present AFDC program is gen- 
erally argued to have serious flaws. It discourages work effort by 
preventing recipients from appreciably increasing their income from 
work, and it discriminates against poor families where a male is 
present, providing an incentive for these families "to break up so 
that the female and the children will be eligible for aid. Also/ the 
present bystem discriminates against the working poor, because 
families where the adults work at low wages (1) may have only 
slightly more income than families receiving welfare but (2) are not 
eligible for welfare unless they backslide considerably in income 
to a point below the welfare eligibility level. Finally^ the existing 
system allows for wide variation in benefit levels and eligibility 
standards in the various states. 
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Lven with all these tauitii, welfare reform might have been 
achievable if it were not for the interaction of the AFDC cash 
ashi*itance program and other proi'rain'^ in providing in-kind benefits 
to tlie poor fiKid stamps, Mib>idi/ed housing; Medicaid, and the 
subi^idi/ed school lunch programs.^'* As Aaron note^/^* a growing 
number of families receive benefits under two, three, or even more 
programs, as the following data show: 

Percent of recipicuti? 
of AFDC hcficfitm^i 

Pro^fivu from s^pccial pro^irmu 

Medicaid 99 

Food stamps 53 

Public housing 13 

School lunch 59 



The problem of work incentives within AFDC is aggravated by 
the existence of these other forms of income-conditioned assistance. 
Under existing law, AFDC recipients who work have their benefits 
reduced by a maximum of two-thirds of earnings over $360 a year 
($30 a month). In addition, in some states they are reimbursed for 
wwk-related expenses, which may include income and payroll taxes, 
other mandatory deductions, transportation, child care, union dues, 
uniforms, et cetera. If the particular state chooses to define work- 
related expenses liberally, the AFDC earner may experience no 
reduction in her income, at least for modest earnings; she Is "taxed'' 
{has her benefits reduced) at a zero rate on her earnings.-'* At the 
other extreme, she may receive little in the way of reimbursement for 
work expenses, and she then pays a "tax" rate of 67 percent plus 
other expenses on her earnings, and also may have her take-home 
pay reduced further by expenses not covered. If the AFDC mother 
(with a family of four) is also a recipient of public housing, Medicaid, 
and food stamps, then, even with reimbursement for actual work 
expenses (including payroll taxes and income taxes), she faces 
theoretical implicit tax rates as high as 80 percent on her earnings, 

5* A vcrv useful summ«iry this problem .ind the other i*;^iue^ discu*»scd here 
contained in Henrv f. A.ifon, Why h IVclfnrv Utnti To Reform? (\V*s*ihing- 
fon, I.^. L\: The Br4H>kingN Institution, 1973). 

JiMbid , p. 

-*'lbui., p ^. A.utni tite^ .in unpubli**hed p*jper by W. lo^icph Heffermiin, Jr, 
to the etteist th.Tt "some pro^clienl <:.isi»workers t«ike pride in generating enough 
expenses so th«it ,ilknvable imonic (uj»ed to reduce welfare payments) la]k to zero/' 
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plus absolute lotjs of Medicaid benefits when her earnings plus AFDC 
bc»iefits puirih her tolal income past the state limit for this program/-'* 
Under H.R. 1, a family oi four receiving cash benefits and participat- 
ing in the additional programs would ta^e a theoretical marginal tax 
rate on earnings as high as 150 percent, and not falling much below 
90 percent for any earnings greater than $720 per year." 

These possibilities of confiscatory taxation under the administra- 
tion s welfare reform proposal played a large role in its rejection 
by the Senate in 1972 (it passed the House in 1071 and 1^72). This 
plan worsened the work disincentives already existing under AFDC. 
And the provision that beneficiaries must register for work or training 
would not have had any strong countereffect; it is *.ard to see how any 
work requirement that might rcihicc the beneficiary's income could 
be feasibly administered. 

One obvious solution to the disincentive problem is to tower the 
marginal tax rate, both for families now eligible for AFDC and, 
under welf.iro ri^form, for families with men. The problems with 
doing so are tvvotolj, First, given any structure of "basic benefits" 
{the benefit for families with zero earned income), to reduce the 
marginal tax rate on earned income raises the cost sharply. For 
example, the administration's previous plan with a $2,400 basic 
benefit for a family of four (with a $720 ''disregard") costs roughly 
50 percent more if the marginal tax rate is 50 percent rather than 
67 percent; if the tax rate is lowered to 33^3 percent, the cost is four 
times as much as with a 67 percent rate. Second, the ''break-even" 
point- the income level at which a family receives no benefits — 
varies inversely with the marginal tax rate. For example, with a 
67 percent tax rate families with up to $4,320 income would receive 
benefits; if the tax rate were 33 V.^ percent, eligibility would broaden 
to include all families with up to $7,P20 of income. 

No completely satisfactory scheme has been devised which 
would provide "adequate" benefits with really meaningful work 
incentives (tax rates, say, as low as 30 percent) at low cost and 
without extending eligibility to a very large proportion of the popula- 
tion>*^ This, of course, is the basic dilemma of the negative income 
tax, regardless of the population it is applied to,-^ Without strong 
work incentives and limited eligibility, welfare reform has little 

^'^ Ibid., p. .^3. 

'i-* Ibid. p. 

-'^ Ibidv pp. 50-09, 

Sco the di»»iussion in Chri*.tophcr C^irccn, \e}^ittive Taxc$ attd the Poxmiy 
Problem (Washington, The Brookings Institution, 19^7), Chapter 9. 
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appeal to conservative politicians. Without high basic benefits, it 
falls from grace with liberals. Neither group can 'Svin" without the 
other losing, at leant as tar as a standardized, national system of wel- 
fare is concerned. H.eniC the impasse that developed during each 
eftort in this direction during the last three years. 

However, there is probably much less effective work disincentive 
under AFDC than has been supposed. In fact, recent research suggests 
that effective tax rates confronting welfare recipients are below 
50 percent even where they receive Medicaid, food stamps, and 
housing subsidies.-" This being so, the first step in welfare reform 
might best be to seek some uniformity between states in the treat- 
ment of work expenses and the marginal tax rates for AFDC 
families, that is, inducing states which provide little allowance for 
work expenses to be more generous and perhaps gradually reducing 
the maximum tax rate on tarned income down from the present 
07 percent to some lower level At the same time, AFDC, with all 
its faults, may provide the basic principle which can resolve the 
basic dilemma of welfare reform. 

State and Regional Adjustments in Minimum Payment Levels 

As pointed out above, lowering the benefit reduction or tax rate 
increases the cost of welfare reform* However, if the national 
minimum payment were adjusted by states and within states to take 
account of differences in the cost of living, this would partially offset 
the increased cost of a lower benefit reduction rate. Important 
differences exist among states in the cost of living, and Congress could 
adjust the minimum payment levels of a welfare reform package 
to allow for these state differences. At present, no satisfactory indices 
which measure these differences are published, although, in fact, 
indices are used to adjust welfare payments to welfare recipients, 
interstate and intrastate. If Congress instructed HEW to devise 
annual indices which measured state differences in the cost of living 
of welfare families, this could be done. Current cost-of-living indices 
are ^statistically imperfect, and indices suitable for welfare reform 
would be imperfect. What seems certain, however, Is that they 
would enable adjustments to be f;^ade In minimum welfare payments 
by states which would be more equitable than a uniform national 
payment, as well as less costly, than if all recipients^ received the 
national minimunv 

It'on^rii J. H*iu*»m*3n. "Cuinul.3tivc Tax Rate* and the Proce*»si of Welfare 
Refornir" cited in Aaron, Why h Welfare So Hard To Reform?, p. 35. 
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Suppose, fox illustrative purposes, that per capita personal 
Income by states was used as the basis for adjustment of minimum 
payment levels. As Table 10-5 shows, this would make possible 
about the same S3,000 payment le\el (with a 50 percent tax rate) 
to the eastern industrial states as proposed by Senator Abiaham 
Ribicoit.-*' At the same time, it would maintain the payment level 
in southern states at about the $2,400 level prescribed under H,R. 1. 
This adjusted payment formula, based upon a $2,800 national 
minimum, would cost SL5 billion less than the Ribicoff proposals 
for a $3,000 nationwide payment for each and every state, and also 
would reduce the number of working poor eligible for income supple- 
ments by $4 million. 

There would be adequate payments in the South to discourage 
migration to the North. The following states would have a minimum 
around $2,400; Alabama, Arkansas, Georgia, Kentucky, Louisiana, 
North Carolina, South Carolina, Tennessee, and West Virginia. The 
minimum in Mississippi would be $2,252. 

A payment level of $3,000 or more would be obtained under 
this scheme in the high-payment»level states — California, Connecti- 
cut, Delaware, Illinois, Massachusetts, Maryland, New Jersey, and 
New York. The minimum in Rhode Island would be $2,852, and 
in Maine, New Hampshire, and Vermont it would not be much over 
the $2,400 level (Table 10-5), 

Thus, those who fear the impact of high welfare payments In 
the rural and less urbanized states would have less basis to object 
to a national adjusted payment level As noted earlier, the $2,800 
minimum adjusted to per capita income state by state would be less 
costly than a $3,000 national minimum proposed by Senator Ribicoff 
by at least $S billion, It would, however, cost $3.1 billion more than 
the 1972 administration proposal (H,R. 1). Since the administration 
proposal for aid to families with dependent children was estimated 
to have a net cost of around $2 billion, this would mean the variable 
payments proposal would have a net cost in fiscal 1975 of about 
$5 billion. By fiscal 1978, costs should be somewhat lower as 
incomes rise. 

Per capita income is, of course, a good measure of interstate 
differences in affluence, and probably of differences in standards of 
living. It is not, however, a good measure of interstate differences 
in the cost of living of welfare recipients. 



***Sec refcronti? in tdward Mostovifch, "Income Supplements: How High Should 
They Be?" Federal Re«iefve B*ink of Boston, N^w England Economic Review, 
January/February 197L 
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Tabia 10-S 

AN ILLUSTRATIVE VARIABLE BASIC BENEFIT 
FOR WELFARE REFORM 



suit 

Alabama 

Ali'Ska 

Arizona 

Arkansas 

California 

Colorado 

Connecticut 

Delaware 

District of Columbia 

Florida 

Georgia 

Hawaii 

Idaho 

Illinois 

Indiana 

Iowa 

Kansas 

Kentucky 

Louisiana 

Maine 

Maryland 

Massachusetts 

Michigan 

Minnesota 

Mississippi 

Missouri 



Biile 
Btnsfit 



Stat* 



Batic 
B«i«m 



$2,356 
3,097 
2,639 
2,350 
3,024 
2.767 
3,142 
2,953 
3.211 
2,706 
2,538 
2,838 
2,492 
3.029 
2,796 
2,736 
2,752 
2,482 
2,478 
2,556 
2.931 
2,969 
2.904 
2,767 
2.252 
2,733 



Montana $2,604 

Nebraska 2,726 

Nevada 3,020 

New Hampshire 2,734 

New Jersey 3,018 

New Mexico 2,485 

New York 3,099 

North Carolina 2,490 

North Dakota 2,517 

Ohio 2,836 

Oklahoma 2,579 

Oregon 2,757 

Pennsylvania 2,799 

Rhode Island 2,852 

South Carolina 2,374 

South Dakota 3,577 

Tennessee 2,456 

Texas 2,640 

Utah 2,542 

Vermont 2,657 

Virginia 2,656 

Washington 2,909 

West Virginia 2,411 

Wisconsin 2,766 

Wyoming 2.706 

NATIONAL AVERAGE S2,800 



Sourea: Unpublished data, New England Council, 1972. 

Nevertheless, these calculations illustrate the prirtdple. The 
Department of Health, Education, and Welfare should be instructed 
to develop suitable measures of the cost of living of welfare recipients 
and to set payment minimums in each state to reflect that state's 
tost-of-Iivins index relative to the national average. This would 
provide more equitable payment levels and reduce the costs of provid- 
ing added work incentives. 
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APPENDIX 

Projection Assumptions Not Explained in Text 



Vcti^rans. During the pai^t five years, th^ Veterans Administration's 
budgei has increased by almost 20 percent annually. By fiscal 1973, 
VA outlay!^ had reached a level of SI 1.7 billion, which made it the 
third most costly agency in the federal government. The impetus for 
this growth in outlays came primarily from the massive American 
involvement in Vietnam. The buildup for Southeast Asia creafnl an 
additional 7 million veterans, bringing the total veteran population 
to Z9 million. 

As the American involvement in Vietnam has decreased, so have 
the pressures on the VA budget. Expenditures foi fiscal 1974 show 
no increase over the level of fiscal 1973 and total outlays for veterans 
programs for the remainder of the decade should remain almost con- 
stant in real terms. This analysis projects an increase of only 
$2 billion from fiscal 1974 through fiscal 1981. This represents an 
average annual increase of only 2.9 percent, which is only slightly 
greater than the assumed inflation rate. 

Outlays for veterans benefits and services are made in four 
categories; (1) income security, (2) education, training, and rehabili- 
tation, (3) hospital and medical care, and (4) miscclLneous. Projec- 
tions in these categories are based upon official VA estimates of 
the number of beneficiaries and assume that: benefits will rise with 
the cost of living, the Unitetl States will not become involved In 
another war, and the eligibility criteria for veterans benefits will not 
be altered substantially from those in existence in fiscal 1974. 

Outlays for compensation and pensions will total $7.0 billion 
in fiscal 1974. Compensation for service-connected disabilities is 
being paid to 2.18 million veterans and .38 million survivors. The 
number drawing compensation should decline gradually throughout 
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the remainder oi the decade as the number oi veterans from the 
world wars and Korea dccrcai^e and the number from Vietnam 
remains ionstant. By \^»0 there will be 2.1 million veterans and 
.37 milhon survivors drawing $8.4 billion in benefitfi. 

Pensions are presently being paid to 1.1 million survivors 
over 65. The number of persons eligible for these pensions v^ll rise 
for the rest of the decade as World War II and Korean veterans or 
their survivors reach retirement age. By fiscal 1981, just over 3 mil- 
lion people will be drawing veterans pension benefits of $4.0 billion^ 
and total expenditures for income security will be $8.7 billion. These 
projections assume that Congress will not pass the administration's 
proposed legislation that provides fur the Inclusion of wives' income 
in the determination of eligibility for veterans pensions and the 
elimination of duplication of federal burial benefits, and that the 
VA will not be able to implement its new rating schedules that relate 
compensation payments to actual earnutg impairment. 

Benefits to veterans for education, training, and rehabilitation 
(commonly referred to as the C.L Bill) will go to about 1,9 million 
veterans or their dependents in fiscal 1973, at a cost of about 
$2.6 billion. This will be the largest number of beneficiaries and the 
greatest outlay since the introduction of the Vietnam G.I. Bill in 1966. 

However, beginning with fiscal 1971, the number of veterans 
taking advantage of these benefits should begin to decline by about 
13 percent annually for the rest of the decade, while the number 
of their sons, daughters, wives, and widows taking advantage of the 
bill will increase only marginally. This decline will occur for two 
reasons. First, since there is an eight-year time limit on the use of 
the G,I. Bill, the eligibility period for persons made retroactively 
eligible in 1^66 will expire in 1974. Second, the number of new 
veterans is decreasing rapidly as the size of the nation's armed forces 
shrinks (for example, the number of persons leaving military service 
in fiscal 1974 is projected to be 20 percent below the level of 
fiscal 1973). 

Based upon this smaller number of eligible veterans and assum- 
ing that previous participation rates remain unchanged, the projec- 
tions foresee the number of persons using the G.L Bill dropping 
below 1 million by fiscal 1979 and falling to about 750,000 by the 
end of the decade. Assuming that the currently effective base rate 
of $220 is adjusted only to reflect the rise in the cost of living, 
outlays in this category should drop to $1.1 billion by fiscal 1981. 

VA medical expenditures fall into four categories: (1) personnel, 
(2) operating, (3) research and administration, and (4) constructioiii. 
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Total outlays in these four areas will amount to $2.8 billion in fiscal 
1974. 

The VA prciicntly employs 1d1,20S people In Its Department of 
Mediwine and Surgery. This i«* SS.o pericnt--«f the total VA employ- 
ment. The number of personnel required in this area is primarily 
a Munition of the statt-to-patient ratio. At present this ratio is a 
congrcssionally mandated 1.4^ to 1. Assuming that Congress will 
not change this ratio, the personnel projections become a function 
of the number of patients who will use \'A facilities. Based upon 
a slightly increasing veteran population size, but a moderately 
declining prevalame rate of medical use, the number of patients 
using VA facilities is estimated to decline by an average of I percent 
annually throughout the second half of the decade; consequently 
a corresponding decline in medical personnel is projected. However, 
the saving from the reduction in personnel will be more than offset by 
vost-of-living and productivity increases for the personnel remaining. 

Projections for operating costs ar^ based upon the decline in 
the number of patients, but allow for increases in the cost of goods 
and services and ijssume that the Congress will pass the proposed 
legislation that will compel private insurers to reimburse the VA 
for the costs of medical care and treatment provided to veterans 
for nonser vice-connected disabilities. If this is not passed, an addi- 
tional $80 million must be added annually. 

Research and administration costs arc assumed to remain con- 
stant in real terms, Construction outlays assume completion of the 
$363 million of major and minor construction projects already 
authorized and initiation of future projects at the same rate as in 
the fiscal 1972*74 period. Total medical costs should rise to about 
$3.6 billion by fiscal 19B1. 

Miscellaneous costs (housing and administration) should amount 
to $J billion in fiscal year 1974. Projections for these areas assume 
that present housing programs will continue and that administrative 
costs will remain constant in real terms. By fiscal year 1961 these 
costs should be about $.9 billion. 

International Affairs and Finance. Projections assume a rise in out- 
lays from fiscal 1^73 to fiscal 1973 due to subscriptions to inter- 
national lending institutions. Outlays are roughly stable from fiscal 
1975 to 1981, reflecting the assumptions that the major beneficiaries 
of food for peare will become self-supportinp in wheat an ( that there 
will be no major disasters requiring large-scale food donations. Aid 
to Hanoi is not included in the projection. 
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Interest* The projection fur thiti area assumes that gross interest paid 
grows only by the increase in interest received by the trust funds, 
on the a?isumption that the economy is at full employment and there 
is balance in the full empluynunt budgi't, 

General Government. Outlays tor this category assume past trends 
in real outlays through 1«?75-81 and that inflation occurs at the 
2.S percent rate. The administration project of law-enforcement 
revcr»»'^ sharing is incorporated and VVMATA grants are assumed to 
follow the planned path. 

General Revenue Sharing. Outlays through fiscal 1977 are based on 
amounts appropriated by the State and Local Fiscal Assistance Act of 
1972. Growth after fiscal 1*^77 assumes the same absolute growth 
as in tiscal 1977. 
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PUBLIC CLAIMS ON U.S. OUTPUT: Federal Budget Optioos in tfie 
last Half ol the Sevcntiet by David I. OH, lawience J. Korb, Hwous 
Gale Moore, Dave M. O'Neill, Attiat F. Ott, Rudolph G. Penner, and 
Thomas Vasquez finds that the 1974 federal budget program, if im- 
plemenleJ, meets the administration's sUted goal of a virtual balance 
between expenditures and "full employment" receipts in calendar 
year 1975 and would provide surpluses thereafter, rising from $9 bil- 
lion in 1976 to $57 bUUon in 1980. On the other hand, die 
appropriaie full empbyment surplus (or defidi) is not dear. Uncer- 
tainty about the rate of private savings and future surpluses in Ae 
overall accounts of the state and local sector makes it difficult to 
estimate the appropriate budget posture to bring about any target 
rate of unemployment with Bscal policy. Uncertainly about the per- 
ceived benefiu from federal spending and the effect of Ae federal 
tax system on private savings douds any estimiLte of the proper fiwal 
stance for purposes of resource allocation while monetary policy 
assumes the burden of stabilization policy. 

This volume, the second report from the AEl Long Range Budget 
Projection Project, also considers program issues within each major 
area of Uie budget. TTte authors examine the rationale for existing 
programs and develop, in varying degrees of detail, the costs of odier 
alternatives, asking such qiwttions at: How well are existing programs 
in ifense, agriddlure, sdence, technology and industry, houring, 
education, manpower, health, and income security meeting thrir stated 
goals? What viable options exist to present (or proposed) programs* 
induding curtailments or temUxuitions? 
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